“Calhoun 


Institutional Archive of the Naval Postgraduate School 





Calhoun: The NPS Institutional Archive 
DSpace Repository 


Theses and Dissertations 1. Thesis and Dissertation Collection, all items 


1960 


A survey of renegotiation. 


Hagedorn, E. E. 


George Washington University ; School of Government, Washington, District of Columbia. 


http://ndl.handle.net/10945/31164 


Downloaded from NPS Archive: Calhoun 


| Calhoun is the Naval Postgraduate School's public access digital repository for 
_ (8 D U DLEY research materials and institutional publications created by the NPS community. 
«ist iL Calhoun is named for Professor of Mathematics Guy K. Calhoun, NPS's first 


mM \ KNOX appointed — and published -- scholarly author. 
ALL 1! ) 
, LIBRARY Dudley Knox Library / Naval Postgraduate School 
411 Dyer Road / 1 University Circle 
Monterey, California USA 93943 








http://www.nps.edu/library 


| 


v nt 


Uae i a I 


eve 
i) 4 iD 
nM itp 
1 A 


ye it ie 
i} Ty } 
i) ny nh 


Ve iI i 


af 
‘ ‘ 





ey 


ie 


ait 


Me 


Alles 


ni 


Abia 


\ Wii 


Mi 


LPP 
i Heal } ) : 
Alt } areal 
\ | leat! 
| | . nm 
i} : | . ', 
|! J | 
} | 
a ; | 
1 | 
i , | 
s it | i 4 
' | | | | 
} cal) i} 
| 1 y | 
i AW | , \ 
JE rye tik 
wu | veal af 
I . \ i V 5 | 
oh hil Hy 


Nt 


i abt HN i) ul ii 


= 


n 


Hi ua 


7) \ 


[ { : 
i any UI) r 


i x 1 ae 
; a J 
| ire” 
| ' 4) 
tal 
| ha 
- 
| ' 
Mi 
] 
) h . 
| aa 
| AP ? 
\ hy | | : | 
‘I ante 
POA al if 
aie ah! Be: h ' 
Mall | } y ; if \ ae 
|! ve LF 
i) Ki Touhy i! 
J | a | , iM 
7 ih ( ; th ' \ 
i () i ey) \t) baa 
i , if i| tf n * 
N PAW eat 
| ae \ a / oF 


Ne y 
fe N | Wh W)| 
| {i nik ial i le 


V ‘ly 
! 








A SURVEY OF RENEGOTIATION 


By 


5. E. Hagedorn 
Captain, US 


Prepared for 
Dr. A. Rex Johnson 


The George Washington University 
Nevy Graduate Comptrollership 


May 1960 





PREFACE 


The subject of renegotiation is one of the most controversial aspects 
of defense procurement today. The Administration, particularly the Depart- 
ment of Defense, is in favor of renegotiation end has actively supported 
continuance of renegotiation legislation before Congress. Industry, in 
general, is opposed to renegotiation and has been equally active in defend- 
ing its position before Congress. 

Renegotiation is an after-the-fact examination of a contractor's 
profits and performance on Sil renegotiable business for a fiscal year. One 
of the purposes of this examination is to secure fair prices for articles and 
services which the Covermment mst buy for defense purposes while still main- 
taining en incentive for the contractor to produce the materials at the 
lowest cost by rewarding him with increased profits for low-cost and effi- 
client production. The other purpose is to prevent individual contractors 
from realizing unconscionable or excessive profits from the performance of 
defense contracts. 

Although @ complete history of profit limitation is not attempted 
in this paper, a brief synopsis of the various price and profit limitations 
that have been used in attempts to control profiteering is included to 
provide the background out of which renegotiation evolved. The first re- 
negotiation legislation, the Renegotiation Act of 1942, attempted to 
Limit profits on a contract~by-contract basis. This method of renego- 
tiation was found to present administrative difficulties and to be unfair 
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to contractors. Subsequently, the Act was modified to provide eemination 
of a contractor's over-all profits for a fiscal year. Renegotiation has 
followed this pattern ever since. 

The wartime renegotiation legislation was permitted to expire in 
1945. In 1948 defense spending began to increase and the Renegotiation Act 
of 1948, making certain contracts subject to renegotiation, wes enacted. 
The coverage of renegotiation was extended to most contracts made by certain 
designeted agencies and departments by the Fenegotiation Act of 1951-—the 
statite in effect today. 

In this paper I have pvresented a ocroad survey of renegotiation, of 
the factors which led to its evolution, of its development through the vears, 
and an analysis of industry's criticisms of the process. In the final 


chapter I have included a short summery of conclusions. 
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CHAPTER I 


PROFITEERING AND PROFIT CONTROLS PRIOR 


TO WORLD WAR if 


The history of the United States is replete with examples of fortunes 
made through profiteering in times of strife. Moet of the attempts to con- 
trol and limit profiteering prior to World War II were made, with minor ex- 
ceptions, by the executive branch of the Govermment. Congress’ role was one 


of investigation and criticism. 


Profiteering During Early Wars 

During the Revolutionary Wer suppliers and contractors charged exorbi- 
tant prices for food and clothing of poor quality.* George Washington com- 
plained in 1778 of ". . . those murderers of our cause (the monopolizers, 
forestallers, and engrossers) .. ." and felt that "no punishment in my opinion 
is too great for the man who can build his greatness upon his Country's 
sien" Although the Continental Congress was concerned about the costs of 
war and military materials, its major reaction and only effort to prevent 
profiteering were to recommend to the states that they limit profiteering. 
Some of the states passed laws fixing prices, wages, and profits, but there 


was no over-all profit limitation on an integrated national pasis.° 





wy, S. Congress, House, Committee on Military Affairs, Hearings on H.R. 


3 and H.R. 5293, Taking the Profits Out of War, 7th Cong., ist Sess., 1935, 
pe 390. 


eu. S. Department of the Navy, NAVEXOS P-1995, Navy Contract Lew (2a 
ed., Washington: U. S. Government Printing Office, 1959), p. 203, n. 3. 


3 For an excellent and detailed account of early attempts to control war 
profits see H. Struve Hensel and R. G. McClung, "Profit Limitations Prior to 
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The Civil War again brought the subject of profiteering into the lime- 
light. Fraud, corruption, and profiteering were rampant in military procure- 
anes. Congress did not regulate profiteering, but did enact some statutes 
relating to bribery and other fraudulent practices.” The concern over high 
prices was limited to govermment contracts for military supplies. Conse- 
quently, the burden of limiting costs fell on the executive branch, particu- 
larly on the War and Nevy Departments. The Secretary of War appointed a con- 
Mission to audit and adjust claims under contracts with the War Department. 
This Commission secured deductions of $17,000,000 in the auditing and adjusting 
of $50,000,900 in axetme .° The Navy Department consolidated the purchases of 
vessels under one purchasing agent in an attempt to improve purchasing methods 
and eliminate fraud. Congress in its investigative role appointed a special 
committee to investigate procurement malpractices. The Committee reported in 
1863 that they had discovered ". . . gigantic and shameless frauds on the 
goverment .. .” and that the Committee was ". . . overwhelmed with aston- 
ishment and sorrow by the revelations. *” 

After the Civil War, defense expenditures were negligible until the 
Navy began a ship construction and expansion program in the 1880's. During 
the reconstruction period following the war, the administretion, Congress, and 
the citizenry were busy rebuilding the nation and the subject of profiteering 


and wartime fraud faded from memory. 


the Recent War," Law and Contemporary Problems (Autwm, 1943), pp. 187-217. 
mn 


Navy Contract Law, op. cit., p. 288. STbid. 
zs On H.R. 3 and H.R. 5293, op. cit., p. 592. 


‘Richards C. Osborn, The Renegotiation of War Profits, University of 
Illinois, Bureau of Economic and Business Research Bulletin No. 67 (Urbana: 
University of Illinois, 1948), p. &. 


Srearings on H.R. 3 and H.R. 5293, op. cit., p. 593. 
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In 1897 Congress learned that the Navy had been paying in excess of 
$600 a ton for armor plate used in the construction of naval vessels. Believ- 
ing this price to be unreasonable, it passed a lew limiting the price to $300 
aton. The limit was raised to $400 a ton with the advent of the Spanish- 
American War and the refusal of contractors to sell at the lower price. In 
1899 the price was again reduced to $300 a ton. When it became evident that 
manufecturers would not sell at this price, the Secretary of the Navy was 
given authority to buy at prices which in his judgment were reasonable and 
equitable.” This attempt at price fixing had resulted in failure. Profiteer- 
ing during the Spanish-American War wes prevalent, particularly in the area of 
ration procurement and the sale of contaminated peer.~° However, upon the 
return to peacetime occupations, war activities and profiteering were 


forgotten. 


Price and Profit Controls 

The onset of World War I again found the United States without @ means 
of controlling or limiting profits and prices. Price limitations are devoted 
to keeping the costs of defense materials low—and may or may not involve 
profit limitation. Price controls are difficult to administer and, while 
they may be acceptable during times of war, wuicy are repugnant to the American 
people during peacetine. in aldition to keeping the costs of defense materials 
low, price limitations have a secondary purpose of preventing inflation during 
war--a@ period of increased personal financial resources and decreased avail- 
ability of goods. Bernard Baruch testified before the War Policies Commission 


in 1931 that inflation had greatly increased the cost of the war and miltipli 





Pnavy Contract Law, op. cit., p-299; Osborn, op. cit., p. 8. 


10 earings on H.R. 3 and H.R. 5293, op. cit., Dp. 598. 
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ad The World War I expendi- 


the burdens on the back of generations to come. 
tures of 39 billion dollars would have smounted to only 13 billion dollars in 
terms of 1913 purchasing power and 15 billion dollars in terms of 1915 purchas- 
ing power.” rice controls, if universally and rigidly applied, are more 
effective than profit limitations andi excess profits taxes in keeping down the 
costs of war, as prices must ultimately be based on the costs of production. 

Profit limitations are primarily the ettempt at a solution to & morale 
problem—thet is, their purpose is to prevent the realization of excessive and 
unconscionable prefits by mamifacturers of war and defense materials; to pre- 
vent a few from enriching themselves at the expense of the many in a way 
detrimental to the welfare of the country. A secondery, and important, purpose 
of profit Limitations is to reduce the costs of defense materials and to keep 
vrices at & reasonabie level. 

Excess-profits taxes were in effect during World War I. Taxes of this 
type can be considered. as being basically more of a revenue measure than & 
limitation of prices or profits. Congress enacted a tax of 123 on profits 
from the production of mmitions in 1915 and an 3% excess-profits tax in 1917. 
Neither of these can be regarded as serious attempts to limit profits. 

The 8% excess-profits tax of 1917 was subsequently replaced by the War 
Reveme Act of 1917, which imposed rates of 20% to 60% on income above a 
specified rate of return on investment. 

The Reveme Act of 1915 imposed a war-profits tax on corporations at the 
rate of 80% of the excess of net income over the average pre-war income. While 


not effective as a profit control measure, the act yielded substantial reveme. 





Lintra, Pe 16. 


\2yernard M. Baruch, American Industry in the War (New York: Prentice- 
Hall, Inc., 1941), p. 362. 








- =e —ee | 
iii, —_ 


_ me i he ep Ri LAY gD 
mms ohm me ot emma | 
a ~aveinigumnereniiiealal 
at ore fa me €& amnd2 (a on 
~~ 1 © 20m ——, 
wr) 8 ee eee ee . a rr on 
lente »< > in << 6 eee at 
pte = aaa « . 1% LS be? oe A 








—— a ee) oe | eee eh CO ee’ = = 


eo 41a oom <7 + &  ¢ 
a 7 


aa tet — as 







— 
= - 

















} 
‘az, 
_ 


om ) a ee. ee a od) one mm ah» -— 





= 


4 





-_ —_ 


oo - © 4A, ee eae = («C ‘= +> =a ved 
















‘eS —aaEe——earSs coe wa Ss ee pe Licey Ded athys ee, 





= 





oa a . = 
r tt diet o a oe. ——_ « al ". . 7 ond * ’ 
—_—- a — a ema “i. 9 dew a 
Set = & w & 2 oe ee eee JI Zo 


. oy Vw on 
eee fe tae 6 ee —* — = tak sare iw 


——— + 5 —_ =! tw Se eee ST ~~ ea al es 
——— Swe! + 4% _ | a ee 4 


Price and Profit Controls During World War I 
Competitive bidding was the primary procurement procedure in the pur- 


chase of military and naval supplies during the years preceding World War 1.7 
With the rapid rise in prices in 1916 and 1917, competitive bidding soon had 
to be abandoned because contractors refused to submit fixed price bids in the 
face of the uncertainty of the costs of materials and labor. This led to the 
use Of cost-plus-a-percentage-of-cost contracts, which were supplanted by 
cost-plus~a-fixed-price contracts as the wastefulness of the cost-plus-a- 
percentage-of~cost contracts became apparent. 

During World War I three major types of attempts at profit limitation 
were made: (1) Cost-plus contracts, (2) Excess-profits taxation, and 
(3) Price fixing and control. ‘The use of cost-plus contracts and excess-proft 
taxes has already been mentioned. The effectiveness of these measures in con- 
trolling profits will be developed. 

To function in the area of price control and assignment of priorities, 
Congress provided for establishment of a Council of National Defense in 
August 1916. ‘The Council was given only advisory powers and was specifically 
charged with the coordination of industries and resources for the national 
security and welfare, and with the creation of relations with industry which 
would make possible in time of need the immediate concentration and utilizatio 
of the resources of the nation. The Council created several administrations, 
commissions, and boards, to carry out these functions. The rapidity with 
which the subordinate groups were established caused confusion among the 
groups as to their particular responsibilities and led to overlapping of 
duties and jurisdiction. To cure these difficulties, the Council, in July 
1917, created the War Industries Board to act as a coordinating agency. In 


March 1918 the President removed the War Industries Board from the jurisdiction 


13Q60rn, op. cit., p. 3. 
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of the Council of National Defense and made it an administrative agency 
directly responsible to himself. Bernard M. Baruch was appointed as Chairman 
of the reconstituted Board. 

The War Industries Board through the use of @ price-fixing committee 
fixed vrices on a piecemeal basis, commodity by commodity, as expediency 
dictated. Nearly all prices were fixed by negotiation and agreement between 
the Government and the industries. The fixing of prices was not an over-all 
procedure, but attempts were made to control the prices for foods, fuels, and 
some raw materials. For these reasons the extent of price~fixing was some- 
what circumscribed. In total, price fixing as practiced during World War I 


neither limited profits nor controlled prices. 


Failure of the Controls to Limit Prices or Profits 

The numerous Congressional committees that investigated war profits 
after the war demonstrated that none of the three methods used during World 
War I effectively limited war profits. None of the methods provided an incen- 
tive for a manufacturer or contractor to limit his costs or prices---and profi 
is the incentive in industrial activities. 

A profit economy mst attract mamfacture of defense materials through 

prospect of reasonable profits, for, as someone has said, patriotism is more 
effective with a "slug of avarice.” In a letter to the Nye Comittee investi- 
gating the munitions industry, Bernard Baruch wrote in 1935: 

Much as it may be decried, the cold fact remains that ours is 
an economy motivated by profits. A certain return on money is 
necessary to make our industrial system work... . Much was said 
at the hearing about this being a new war psychology... . Our 
whole industrial system is a complex machine built and geared to 
run on investment and profit. There is no proof that it will run 


on psychology and there is mech that it will not. Certainly we 
should not select an hour when the enemy is at the gates to find 
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out whether it will or not... . . Money will not invest and 
run the extreme risks of war for a fraction of 3 percent.1 
The emphasis during the war was on increasing production. The matter 
of limiting costs and profits was secondery and subordinate to building up 
the industries which memfactured war materials. While the three previously 
mentioned methods of controlling profits and costs were utilized, none were 
applied so stringently as to cause a possible curtailment of the production 
of defense materials. Investigations, particularly post-war investigations, 
showed that none of the methods had effectively limited war profits. One of 
the first reports on the subject of profiteering was made by the Federal Trade 
Commission in June 1918. ‘The veport stated that: 
The Commission has reason to Imow that profiteering exists. 
Much of it is due to advantages taken of the necessities of the 
times es evidenced in tat war pressure for heavy pivduction. Some 
of it is attributable to inordinete greed and barefaced fraud.l5 
The reasons why the methods utilized did not prevent excessive profits will 


be developed in the foilowing discussion. 


Cost-Plus Contracts 

Cost-plus-a-percentage-of-cost contracts provide absolutely no incent? 
for memifacturers to minimize costs end consequently to keep down prices and 
limit infletion. This type of contract actually provides an incentive for the 
contractor to maximize his costs to maximize his profits because his profit is 
& percentage of the total cost incurred, and the greater the cost the greater 





Uy, S. Congress, Senate, Special Committee on investigation of the 


Manitions Industry, Prelimi. Report on Wartime Taxetion and Price Control, 
Report No. os Part 2, {4th Cong., lst Sess., 1935, p. 11; n. 10. 


earings on H.R. 3 and H.R. 5293, op. cit., p. 605. The Committee 
print of ( Hearings conteins a reprint of ihe original report of the Federal 


Trade Commission, Senate Document 245, 65th Cong., 2a. Sess. ? 1918, in its 
entirety. 


8 
the profit. As Eugene Meyer, Jr. put it: "Self-interest will dominate 


altruism if the two motives are opposed instead of being henrmenised. "© 

The amount of profit realized by a contractor under a cost-plus-a-~ 
fixed-fee contract does not depend on the level of costs incurred in produc- 
tion. ‘Therefore, there is not the incentive to reduce costs or increase the 
efficiency of production as his amount of profit is not associated with these 
factors. 

One major drawback in the use of cost-plus contracts is the difficulty 
of determining the actual cost of production by the contractor. A huge 
policing end auditing system is required to accomplich this task. In regard 
to this aspect of cost-plus contracts, the Federal Trade Commission stated in 
1918: 

In cases where the govermment fixes a definite margin of 

profit above costs, as in the case of flour, there is consid- 
erable incentive to a fictitious enhancement of costs through 
account juggling. ‘This has added to the volume of unusual profits. 
Increase of cost showing on the producers’ books can be eccom- 
plished in various ways. The item of depreciation can be padded. 
Officers' salaries can be increased. Interest on investments can 
be included in cost. New construction can be recorded as repairs. 
Fictitious valuations on ray material can be added, and inven- 
tories can be manipulated. i 

Any rigid profit lini tation would operate too late to serve in keeping 
down prices and checking inflation 2s the limitation would be applied only 
after the payments, costs, and expenses of production had been met. This fact 
alone would encourage a tendency toward increased costs and expenses, the pro- 
motion of inefficiency, and would impede the procurement program. The limita- 


tions in cost-plus contracts would serve only to decrease the amount of 


apparent profit that a producer would receive and would not limit the cost of 





10m ene Meyer, Jr., War Profiteering (Washington: 1917), p. 6. 
1 Hearings on H.R. 3 and H.R. 5293, op. cit., p. 606. 
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9 
the product or limit the profits of subsidiary producers who mamfacture the 


components which are incorporated in the final product on which profits are 
subject to the limitations in the contract. 

Another difficulty with the rigid application of a percentage of cost 
limitation is that it wold be inequitable between contractors operating under 
different conditions. Different types of industries require varying amounts 
of skill, capital, and work. Some use government furnished facilities, some 
do not; some mamfacture standard articles, some manufacture new and unique 
products; some obtain capitel from the sovermment, some do not; some plants 
are intezrated, some are merely assembly plants; some industries require a 
large amount of capital investment, some require a low level of capital in- 
vestment; some have a high turnover, some have a low turnover; etc. Conse- 
quently, it can be seen that a rigid pvercentace of cost limitation would be 
inequitable between the various types of industries. Also, an efficient low- 
cost producer is penalized, while an inefficient high-cost producer is 
rewarded. 

One of the problems of determining costs is the problem of allocating 
expenses to either capital or revemie expenditures. As shown by the quotation 
from the Federal Trade Commission report, this area proviaes a fertile field 
for padding costs by recorcing capital expenditures as current ome 
When a contractor produces beth commercial and goverment materials under a 
cost-plus contract in the same mamifacturing facility, the problem of segre- 
gating the costs attributable to the government mamfacturing and the commer- 
clal production must be solved. Even if the manufacturer has a good account- 
ing system and the government has an efficient auditing group, the problems of 
segregation and allocation cefy easy solution, as the determination as to 


whieh costs are attributadie to the mamfactire of certain items is often a 
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LO 
matter of judgment. Litigation over these problems is time-consuming and 


detrimental to ef:Mcient production by the mamfacturer. 


Price-Fixing 

Price fixing aiso has defects when used primarily for the purpose of 
controlling profits, particularly when the controls are applied in a piecemeal 
fashion, as they were during World War I. Ima time of national emergency, it 
is imperative that all producers--even marginal ones—be utilized in the pro- 
duction of war materials. Therefore, a price sect high enough to provide an 
incentive and a prorit for marginal or high~ccest producers to produce will 
resuit in inordinately large provits for efficient, low-cost producers. The 
Federai Trade Commission report on profiteering had the following to say about 
Lg 


the effectiveness of price-fixing in controlling profiteering: 


The outstanding revelation which accompanies the work of 
eost findings is the heavy profits made by the low-cost con~- 
cern under a government fixed price for the whole country. 
in the case of base metals, as in steel, when the government 
announced a fixed price, it was made so high that it would 
insure and stim late production. This resulted in a wide range 
of profits. Under the device of cost plus & margin of profit, 
these profits are necessarily great in the case of the low-cost 
mills. Thus, while the market was prevented from ruaning away, 
as it would have done undoubtedly i? it had not been regulated 
by @ fixed price, the stronger factors in the industry are 
further strengthened in theis position and enriched by profits 
which are without precedent. 


in addition, the fixing of prices alone docs not insure against the 
realization of excessive profits because many mamifacturers who turned to the 


production of war materials increased their level of production many fold with- 


out additional investment and thus increased the return on their investment to 





oupva, pe fe 


Onearings on H.R. 3 and H.R. 5293, op. cit., p. 605. 
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astronomical levels. The process whereby this increase in profits is realized, 


even though prices are fixed, was demonstrated to the War Folicies Conmission 


by Bernard Baruch. 


Consider for example the simple case of a company capitalized 
For $1,000,000, selling $1,000,000 worth of goods anmally, making 
20 percent gross profit or $200,000 on its turnover, and heving 
$100,000 of expenses of administration and selling, leaving a net 
profit of $100,000 or 10 percent on beth its normal turnover and 
its capital. Suppose, aiso, that 10 per cent of its costs of mam- 
facture or $300,000 are fixed overhead charges-—iepreciation, 
maintenance, supervision, taxes, etc. Then its costs for material 
and direct labor are $720,000 for every million dollars' worth of 
goods it sells. Now suppose that war comes and we need the full 
capacity of that plent. We give it orders for $4,000,000 worth of 
goods to be delivered in a single year. It has no increased selling 
and general administrative expense because the demand is so great no 
such effort is required. Neither do the fixed overhead elements of 
its manufacturing costs increase greatly~—say only to $90,000. What 
happens to the profits of that plant? Its material and direct labor 
costs on its $4,000,000 sales are $2,830,000. To this it mst add 
$90,000 for fixed overhead charges in its factory and $100,000 for 
general ani administrative expense, making @ total cost of goods 
sold of $3,070,000. Its net press is therefore $930,000 or 930 
percent of its normel profits in peace. It is making nearly LOO 
percent on its investment and its net profit on turnover has in- 
creased from 10 percent to 23 percent. Even if we assess a tax of 
80 percent on the $530,000 of excess over peace profit, that plant 
will still be making $260,600 or 260 percent of its normal profits. 

XI want you particularly to note that this example considers no 


increase in price whatever.“ 

In order for price-fixing to function es an effective method of keep- 
ing down the costs of war materials, it is necessary that the program of price 
control be a complete one, that is, it must cover all commodities from the raw 
materials through the finished product and it mist include the control of 
wages of all production personnel from the raw material stage through the 
finished product. In short, price controls and wage controls would have to 


be established for all materials and personnel even remotely connected with 





Plintra, Be 16. 


a op. cite, p. 415. 
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the production of a finished item. A system of this sort-—in addition to 
being repugnant to the American people, except during time of actual war—is 
practically an administrative impossibility. Possibiitties for evasion and 
avoidance of adherence to price controls throughs technicalities would be 
numerous and the enforcement problems would be enormous. 

As mentioned earlier, the prices mist be fixed at such a level as to 
provide the profit incentive for producers. The experience of World War i 
shows thet if the producers are not asaured of what in their opinion is a 
reasonable profit, they will refuse to produce for the goverment. During 
World War I the copper industry refused to produce at even the liberal prices 
proposed by the government.” The government had to partially meet the de- 
mands of the copper industry and threaten uncooperative »roducers with the 
statement that their mines and plants would be commcdeercd if they refused 
to cooperete. The steel industry sintlarly refused to fill government orders 
until prices hed been set at levele satisfactory to the imetry.”* The 
Du Pont Commany refused ta buLld 4 cower plat woicn it alone was technically 
guelified to build and overate until it was assured of what it considered 
adequate profits”? 

Another factor thet mist be considered in the imolementetion of a 
price-fixing policy is that governmental price-control agencies mst largely 
rely on industry for their informetion as to costs, capacity, production 
needs, and othe: fundamental information. In addition, the personnel cf these 
agencies must be mede up of men who are industrielly trained and who usually 
have a vested interest in private industry. While not implying that these men 


would deliberately and with profiteering intentions set prices at such a level 





“Jgenate Report No. 944, part 2, op. cit., pp. 95-100. 


24 rpid., pp. 100-107. 
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43 
as to assure industry excessive profits et the expense of the country, it is 
necessary to recognize thet such devices as formal severance and ciscontim- 
ance of company compensation do not extinguish the real interest of an offi- 
cial in his company. Furthermore, they will heve a tendency not to entegonize 
business connections of long standing and from which future benefit can be 
expected. These interests, plus the habits of thought and the personel 
associations of men who have spent their lives in private enterprise, make for 
@ sympathetic attitude toward industrial complaints and a willingness to rely 
on information presented by the indmatery © 

Setting prices at the costs of production plus a reasonable profit 
presents another problem that mist be faced if a price~contrel system is t be 
effective. This vould involve meking future estimates of costs during a 
period of inflationary pressures, placing emphasis on inereesing the level of 
production, and taking in% consideration the reluctance of mamfacturers to 
produce without being assured of reasonable profits. Bernard Baruch's plan 
for the control of prices, tehing cognizance of the ineffectiveness of the 
wartime abortive piecemeal attenpts to control prices, consiste essentially of 
freezing the upper ievel of prices at those in effect when war is declared, 
and permitting the prices to fluctuate below this ceiling in accordance with 
the lews of supply and dene." Then, in an area in which costs were too 
great to permit the mamifacturer to realize an adequate profit, the prices 
could be revised upward, and a new ceiling would be established in that par- 


ticular area. 





“omia., pp. 73-79. 

“Tparuch, op. cit., passim; Cf. George P. Adems, Jr., Wartime Price 
Control (Washington: American Council on Public Affeirs, 1942), pp. 112- 
ih. 
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Excess-Profits Taxes 

The excess-profits tax cannot be considered as a profit limiting 
device, as it limits neither profits aor costs. Primarily it is a source of 
revenue; during World Wer I it was the largest source of revemue apart from 
berrowing. 

it is of course true that the tax reeaptures pert of the profits, but 
it does not per se limit profits. It does not provide an incentive for a 
contractor or producer to hoid down costs and prices ana, consequently, does 
not serve as an anti-infiationary device. In fact, tne excess-profits tax 
provides av incentive for a producer to raise his prices so that he will have 
greater receipts from which he will be abie to retain profits after taxes. 
Bernard Baruch demonstrates the existence of this incentive and how 1% 


functions very effectivaly; 


Excess profits taxes—-standing alone—have no el’fect whatever 
to check inflation. Their only effect is to increase it. Thus 
20 per cent of $500,000 profit is $100,000 and 20 per cent of 
$1,000,000 profit is 3200,000. One way to increase $500,000 profit 
to $1,606,000 profit without increased riek or effort is to double 
price. For this reason there is more incentive to increase prices 
—emi therefore profits—under an 30 per cent excess profits tax 
than there is without it. Indeed, the main result of such a system 
is to induce rapid price increase to absorb the tax. Precisely be- 
cause it accelerates andi in no wise checks inflation, the excess 
profits tax-—vithout mre--offers no ogere et eil for war evils. 
On the contrary, it aggravates then. 


Mr. Golver, who was Chairman of the Federal Trade Commission during the war, 


made the following statement: 


« « « the way to make anything expensive is to tax it; and if 
you levy a tax on war, you make war cost more than it should. A 
study of the actuai working out of our excess profits tax during 
the lest war will demonstrate beyond any possible question that it 
did not recover the excess profits; that it did not keep prices 
Gown, and that it did not stimulate production, but that on the 
contrary it siowed production down, it stinmiated prices, and it 





28 serach, Op. cit., p. his. 
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made the cost of the war t the taxpayers, I should say, twice 
what it should heve been. JI would say that for every dollar 
collected in excess-profits taxes that got into the Treasury 
it cost the people of the United States, or it will cost them 
$10 unnecessarily.©’ 


The excess-profits taxes formilae used curing Yorld War I were rigid 
complicated farmiulae based on refirn on invested caniteal and income on invest- 
ed canitel in excesr of net income over the averare pre-war income, and were 
difficult to apply, mich less enforce. Both formulae required determinations 
es to what constituted invested capital, net income, end average pre-war ine 
come. The identification and valuetion of the items that constitute these 
factors are elusive and difficult to identify and commute. Litigation over 
these taxes lested into the early 1930's. 

The Senate investigating committee investicating the minitions indus- 
try in 1935 came to the following tyvo conclusions in regard to the use of 


excess profits taxes as a profit control measure: 


1. Severe war-time tevetion ensures the suvjecting of the 
administrative officials responsible for its operation to heavy 
direct and indirect pressure for the alleviation of tax burdens, 
it increases resistance to tax collection, and if it reaches a 
level which the mejority of businessmen feel is confiscatory, 
will diecourage or prevent the volume of production so essential 
to the successful prosecution of a major war and thus defeat its 
orn ends. 

2. Because of the cifficrilties of determining in any exact 
manner the cost of #11 business and herce the profits from busi- 
ness and because of the impossibility of closing all loopholes 
in legislation designed to apply wunifermly to onr immense and con- 
plicated business and industrial structure, income taxation can- 
not eliminate ell war profits. 30 





eAy, S. Congress , House, Hearings Before the Committee on Military 


Affairs, OSth Cong., lst Sess., 1924, p. 2373 quoted in Senate Report No. Sl, 
Part 2, op. cit., p. 9. 


senate Report Mo. Qk, Part 2, op. cit., p. 6. 
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Reaction to World War I Profiteering 
After the war the investigators and political orators castigated those 


who had "profitted from the slaughter." The public was vocally critical of 
those who had profited from the war and those who had permitted profiteering 
to take place. One of the widespread claims that the war had produced 23,000 
new millionnaires was repeated and amplified.-* ‘mis statement was obviously 
greatly exaggerated. An examination of the statistics of tax returns as 
stated by the Bureau of Internal Revenue indicates very strongly thet the 
statement is felse. However, the mmber of returms indicating personal in- 
comes above $50,000 per year increased from 7,509 in 1924 to 19,103 in 1917. “ 
The subject of profiteering became a political football that was used by both 
major political parties. Both parties gave their support in 1924 and again 
in 1925 to the prevailing sentiment for a survey of the whole gamt of war 
policies 2 3 After a few yeara of peace the public, in general, returned to 
peacetime pursuits and problems and left the subject of excessive profits to 
congressional committees. 

The American Legion ves particularly active in keeping the subject 
before Congress and was instimental in introducing several tills to control 
profits?" One of the mejor wer profits investigating Groups was the War 
Policies Comission created pursuant to Public Resolution 95, Tist Congress, 
dune 27, 1930. The Conmission was given the task "to study amd consider amend- 


ing the Constitution of the United States to provide that private property may 








> osborn, op. cite, p. iS; U. S., Congress, House, Committee on 
Military Affeirs, Preventing Profiteer in Time of Wer, ani to & ize the 
Burdens of Wer and thus Provide for the National Defense and Promote Peace, 
Report No. 1570, 75th Conz., 3d Sess., 1936, p. 3.  =©)©6)SCti<i‘ T!;™®WW 


2 tear on H.R. and H.R. O}}« cit., pe 619. 


33y, S. Congress, House, Report of the War Policies Commission, House 
Document Mo. 163, 72d Cong., lst Sess., 1931, p. viii. 


34. 


Hearing; and il.R. 






5293, Op. cit., pp. 9-37. 
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17 
be taken by Congress for public use during wer and methods of equalizing the 
turdeus and to remove the profits of war, together with a study of the polici 
to be pursued in event of war."~—A formidable task indeed! ‘The group was 
comprised of the Secretary of War, the Secretary of the Navy, the Secretary 
of Agriculture, the Secretary of Commerce, the Secretary of Labor, the Attorne; 
General, four members Prom tne Senate, ami four fram the Uouse of Represen- 
tatives. 

The Commission recommended that the Constitution be amended to permit 
the taking of property for public use, and to provide « control of wartime 
profits. It also recormenmled a tax that would take away 95 percent of the 
@arnings of individmals and corporations above the average earnings for the 


39 jione of the recommendstions of the Comission were 


prior three years. 
adopted. Numerous other cosmittees contimed to investigate the subject of 
excessive profits; no legislation resulted from the investigations, although 
all agreed thet profits hed been excessive. Swth political parties were in 
agreement that exeessive profits had been realized by Government contractors 
during the war, but they were unable to secure agreement as to methods to be 
epplied to equally distribute the burdens of war and to prevent the realiza- 
tion of excessive profits.° + Some of the cOmmittees suggested that 100 per- 
cent of the profits from the war contracts should be taxed away. Others dis- 
cussed the nationalization of industry during wartime. The only beneficial 


legislation stemming from the mass of investigations was the outlawing of cost- 





plus-a-percentage-of-cost contracts ? ( The government contimed to use com- 


petitive bidding as the primary procurement procedure. 





3 7y, S. War Policies Commission, Final Report of the War Policies 
Comission, March 5, 1932. 


3Orouse Document No. 163, loc. cit. 


3Tosvorn, Ope cit., De 9. 
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Vinson-Tranmel Act and Merchant Marine Act 

The first passage of peacetime profit controls came in 1934 with the 
passage of the Vinson-Trammel Act.>” This law was enacted to suthorize the 
expansion of the Navy and to provide for a limitation of profits on contracts 
for the construction of naval vessels and naval eircreft. It stated that 
profits on contracts for the construction of naval vessels and aircraft in 
excess of $10,000 would be limited to 10 per cent of the contract price, and 
that any profits above this limitation would be paid into the United States 
Treasury « 

The Vinson-Tremmael Act was amended in June, 1936? 9 to permit applica- 
tion of the 10 per cent Jimitation to the aggregate contract prices for all 
contracts completed within the taxable year, and to permit losses on same 
contracts to be set off against profits realized on other contracts. In 
eddition, the amendment permitted losses for one taxable year to be offset 
against net profits of the succeeding taxable year. 

The Merchant Marine Act of 1936 extended the 10 per cent limitation on 
profits to contracts for ships built for the Maritime Commission. “© It also 
included some provisions for the computation of costs. For example, no more 
than $25,000 in anmel salary for any individual could be counted as a cost 
in the fulfillment of a ship construction contract. 

In April, 1939 the Vinson-Trammel Act was further amended to be applic 


41. 


able also to contracts for Army aircraft. The profit limitation of 10 





oy, Se, Congress, Public Law 1355 73a Conk» 2d, Sesse, 19343 4S atat. 
505. 
1926 *"y. 8.5 Congress, Public Law 80k, 7ith Cong., 2d Sess., 19363 49 stat 


Oy, S., Congress, Public Law 035, 7th Cong., 2d Sess., 1936; 49 Stat 
1985, 1998. 


- hy, S., Congress, Public Law 15, 76th Cong., lst Sess., 1939; 53 gtat 
560. 
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per cent, however, was restricted to contracts for naval vessels. A maximum 
of 12 per cent of contract price was allowed for contracts for Army and Navy 
aircraft. Losses on aircraft contracts were permitted to be carried fomrard 
to the four succeeding taxable yeers. 

TA Diet, 190 tee Viawew-Tramel Act tab seented”” vo redues the matix 
mm allowable profits on naval vessels and Army and Navy aircraft to 6 per 
cent of the total egsregate prices of contracts completed within the taxable 
year, or to 3.7 per cent of the total costs of performing such contracts, 
wnichever was lower, and limited the epplication of the Act to contracts 
greater than $25,000. ‘The reason for the decrease in the amount of profits 
wes that Congress felt that tne lower limitation permitted sufficient profits 
vecause of the increase in the level of procuresent of ships and aircraft. 
It was becoming evident that peacetime measures were not designed to cope with 
increased wartime procurement. In September, 1940 the limitation on profits 
from aircraft contracts was again raised to le per cent because of the in- 
creasing reluctance of marmfacturers to enter into contracts subject to the 
Lower profit limitation. 43 

Hindsight examination reveals that the Yinson-Trammel Act was not very 
effective in limiting profits, as the contracts let under the provisions of 
Act were essentially of cost-plus-a-percentage-of-cost type with all the 
attendant disadvantages of this type of contract. It provided no real incen- 
tives for the reduction of costs, the lowering of contract prices, or the in- 
creasing of efficiency by the coutractors. A Senate investigating committee 
reported the following reaction by shipbuilders @nd associated contractors to 


passage of the Act in 1934: 





h 
676, G77. 


+3y. s., Congress, Public Law 761, 76th Cong., 34 Sess., 1940; 54 gtat. 
S72, 833. 


i. S., Congress, Public Law 731, 76th Cong. 2d Sesas., 1940; 54 Stat. 
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Various of the companies stated on the stand that they had 
in no wey oppored this bill. 

Very shortly after the bill was passed the shipbuilders and 
the large evpoliers and Mevy evbcontrectors, and later the 
comuptrollers of these various groups, got together in long ses- 
sions to determine how the interpretations of the bill could be 


arranged to suit, their interest. The main question wes how to 
increase costs. 


In regard to obtaining compliance with the provisions of the Act by an audit 
of their accounting records, the report stated: ". .. there is absolutely no 
effective control of costs possible without a huge policing system of auditors 
and inspectors constantly on the prentace,'”? 

Contractors in 1940 were reluctant to enter into goverment contracts, 
particularly for the production of aircraft, because of the profit linitations 
and the availability of more lucrative contracts for expanding foreign and 
domestic markets which could be let without restraint or restriction. This 
reluctance was delaying the defense program in its rapid build-up of the 
@xmed forces. This is another respect in which it can be said that the Vinson 
Tremmel Act was a failure in the attempt to walk the path between the realiza~ 
tion of excessive profits by contractors and the refusal of contractors t 
produce. 

The passage of the Second Revemue Act of r19ho® brought the imposition 
of the first excess-profits tax. The profit limitations of the Vinson-Tremmel 
Act, as amended, were suspended on neval and military contracts whenever the 
contractors end subcontractors were subject to the excess-profits tex. Most o 
the limitations of the Merchant Marine Act of 1936 were suspended under the 


seme conditions. 





RY aE 
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U. &.;, Congress, Senate, Sneciel Oomeittee on Investization of the 


Munitions Industry, Preliminary Report on Naval Shipbuilding, 74th Cong., 1st 
Sess., 1935, p. 323. 





‘Srp4., De 32h, 


4Op ite Law 801, 76th Gong., 34 Sesa., 1940; 5k Stat. 97%; 1003, 100% 
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CHAPTER II 
RENEGOTIATION 1942 ~ 1950 
\ 


The beginning of World War II again found the country without a plan 
for an effective system for limiting war profits. It is true that Congress 
had passed an excess-profits tax law in 1940; however, we have seen that an 
excess-profits tax alone is not sufficient to insure the adequate pricing of 
war materials or to insure that contractors do not make exorbitant profits. 
Subsequent to the entry of the United States into World War II, statutes per~ 
taining to the establishment of price and wage controls, rationing, additional 
excess-profits taxes, and the establishment of systems of priorities were 
enacted. Since the effectiveness of these controls in liniting profits has 
been discussed in Chapter I, the remainder of this paper will be devoted to a 


discussion of the practice of renegotiation. 


Prelude to Renegotiation 
When the rate of military procurement began to increase rapidly, the 


War and Navy Departments ani the Maritime Commission introduced a system of 
voluntary renegotiation. The contractors were asked to renegotiate, that is, 
to agree to redetermine contract prices retroactively on a contract-by~-contract 
basis based on their production experience. Adequate pricing was one of the 
greatest difficulties in the letting of war contracts. Some industries hed to 
convert to the production of items with which neither they nor the military 
contracting officer had any experience. Other industries had to produce 


articles in quantities mich greater than they had ever visualized. Some 
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system or method was required which would encourage production end reward 
efficiency, but which would not allow excessive profits to accrue to the war 
contractor. 

dhe Second War Powers Act of 1942,) approved March 1942, gave the 
govermment the right to inspect the plants and audit the books of contractors 
who had contracts which had been placed in furtherance of the war effort, and 
elso geve an agency acting under the provisions of the Act the right to sub- 
poena witnesses, administer oaths, and require the submission of records and 
evidence. Pursuant to the provisions of the Act, the President, by Executive 
Order 9217 issued April 10, 1942 9 designated the War Preduction Board; the 
War, Navy, and Treasury Departments; the Reconstruction Finance Corporation; 
and the Maritime Commission as governmental agencies to audit the books and 
inspect the plants of defense contractors to prevent the realization of un~ 
reasonable profits. The War and Navy Departments and the Maritime Commission 
established cost-analysis sections and price adjustment boards to carry out 
these functions. The cost-analysis sections were to act as fact finding 
egencies for the price-adjustment boards which were to assist the departments 
in obteining voluntary adjustments or refunds from the contractors whenever 
costs or profits were considered to be excessive.” The Executive Order stated 
that the purpose of the administretive action was to control costs, to promote 
efficiency, and to eliminate undue profits from hastily made contracts. 

Congressional action to limit var profits was being considered con~ 


currently with these develomments. The decision of the United States Supreme 





1y. §., Congress, Title XIII, Public Law 507, 77th Cong., 2d Sess., 
19h2; 56 Stat. 185. 


+. S. Federal Register, Volume VII, 1942, pp. 2753-2754. 


*. S., Congress, eaagutad Report of the Joint Committee on internal 
2 Taxation R ¢ to Renegotiation, Senate Document No. 126, Sith 
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23 
Court on February 16, 1942 that the Bethlehem Steel Corporation could retain 
jarge World War I profits, because there had been no contractual earrengement 
for the recoupment of excessive profits by the government, made it evident that 
specific legislation would be necessary if excessive profits were to be denied 


to government contractors. The Court stated this in the following words: 


The problem of war profits is not new. In this country, every 
war we have engaged in has provided opportunities for profiteering 
and they have been too often scandalously seized. See Hearings 
before the House Committee on Military Affairs on H.R. 3 and H.R. 5293, 
Tith Cong., 1st Sess., 590-595. To meet this recurrent evil, Congress 
has at times taken various measures. It has authorized price-fixing. 
It has placed a fixed limit on profits, or has receptured high profits 
through taxation. It has expressly reserved for the Government the 
right to cancel contracts after they heve been made. Pursuant to 
Congressional authority, the Goverment has requisitioned existing pro- 
diction facilities or itself built and operated new ones to provide 
needed war materiels. It may be that one or some or all of these 
measures should be utilized more comprehensively, or that still other 
measures must be devised. But if the Executive is in need of addi- 
tional laws by which to protect the nation against war profiteering, 
the Constitution has given to Congress, not to this Court, the power 
to make then. 


The Renegotiation Act of 1 
Section 403 of the Sixth Supplemental National Defense eters 
Act, 1942 ,? epproved April 23, 1942—commonly referred to as The Renegotiation 
Act of 1942-was the first legislation which pertained to the renegotiation of 
excessive profits of defense contractors. The Act directed the Secretaries 
of the War and Navy Departments, and the Chairman of the Maritime Commission, 
to insert in any contract in excess of $100,000 a provision for the renegotia- 
tion of the contract price at such periods as when, in the judgment of the 
Secretary, the profits could be determined with reasonable certainty. Con- 


tractors were required to insert the clause in subcontracts in excess of 





lunited States v. Bethlehem Steel Corporation 315 U.S. 209 (1942). 


*y. S., Congress, Public Law 525, 77th Cong., 2d Sess., 1942; 56 Stat. 
226, 245-246, 
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$100,000. The term "renegotiation" included the refixing by the Secretary 
of the contract price. The Act further provided for the retention or repay- 
ment of excessive profits when, in the opinion of the Secretary, "excessive 
profits have been realised or are likely to be realized." The profits re- 
covered were to be deposited in the Treasury as miscellencous receipts. The 
Act was applicable to contracts, whether or not they contained the renegotia- 
tion clause, on which final payment had not been made prior to the effective 
date of the Act, April 28, 1942. It was to remain in effect for the duration 
of the war and for three years after terminetion of the wer. 

The euthority to conduct renegotiation proceedings was vested in the 
Secretaries of the War and Nevy Departments and the Chairman of the Maritime 
Commission who were pe:mlitted to redelegate the authority to other agencies or 
individuals, amd could authorize redelegaticn of the euthority by these 
agencies or individuals. Renegotiation was to be condicted on a contract-by- 
contract basis; however, no guidelines were laid down to be used in determin- 
ing whether profits were excessive except that the Secretaries were directed 
net to make allowances for salaries, bomuses, or other compensation paid by a 
contracting company to its officers and employees in excess of a reasonable 
emcaunt. Nor could they make allowances for any excesuive reserves eet up by 
the contractor or for any costs incurred by the contractor which vere excessi 
Ov umreesoaable. Tne agencies would heve the saue right to require the sub- 
mission of data and to conduct audits as delineated in the Second War Powers 

4a cxamination of the provisions of the Act shows that it was intended 
to accomplish two functions: (1) the adjustment of the contract price to an 
amount which would have been considered reasonable if all of the fects had 
been known when the contract was let, and (2) the recapture of excessive 
profits which had been realized in the performance of contracts with the three 
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nemed agencies. It should be noted that the Goverrment had the unilateral 
power to determine the excessiveness of profits. Ne provision was mede for 
the judicial review of disagreements by aggrieved contractors. 

Pecause of the vagueness and the newness of the original Act, diffi- 
culties in its administration soon became apparent. The majer difficulty was 
the renegotiation of contracts on an individual or contract-~by-contract basis. 
Mo overcome this time-consumiag and difficult practice, the departments began 
to renegotiate contracts on a fiscal year besis, that is, all of the contracts 
that a contractor completed within a fiscal year were renegotiated as a unit, 
which emphasized the recapture aspects of the legislation more than the re- 
pricing aspects. 

The Renegotiation Act was amended on October 21, 1942 ,” July 1, 1943 ;! 
end July 14, 1943.° Tie provisions of the amendments were made effective 
retroactive to April 25, 1942, the date of approval of the original Act. ‘the 
amencments made the following changes in the Act: 

lL. The Act was extended to cover the contracts, and subcontracts there- 
umder, of the Treasury Department, the Defense Plant Corporation, the Metals 
Reverve Company, the Defense Supplies Corporation, and the Rubber Reserve 
Company. 

2. The meaning of the term “subcontract” was ciarified and was defined to 
include all materials, machinery, services, and commissions [above $25,000] 
required in the performance of one of the contracts let by the designated 


agencies. 





| aetene thaiahn dite staat 


Oy. S., Congress, Title VIII, Reveme Act of 1942, Public Law 753, TTth 
Cong.» ed Sess. , 1942; 56 Stat. TH; Re- De 

fy. S., Congress, Military Appropriation Act, 1944, Public Lew 103, 
7th Cong., ist Sess., 1943; 57 Stat. 347, 315. 


gress, Public Law 149, 7Oth Cong., lst Sess., 1943; 57 Stat. 
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3. The Secrateries of the agencies were given discretionary authority to 
exempt any contracts performed beyond the continental limits of the United 
States, any contracts in which the profits could be determined with reasonable 
certainty when the contract prite was astablished, aai any contract in which 
the provisions of the contract were alequate to prerent excessive profits. 

». The Act specifically exempted from renegotiation any contracts with 
foreign govermnents, other political subdivisions, and govermmental agencies; 
and contracts for certain rav weterieals which hec not been processed beyond 
the first stage suiteble for industriel use. 

5. Recovery of excessive profits could be accomplished by reductions in 
contract prices, the withholding of amounts due, refunis by the contractor, or 
by court action. 

6. Final agreements could be made to cover past and future periods which 
could not be reopened except for fraud or misrepresentation. 

~. Costs and expenses of the character waich the contractor was allowed 
for tax purposes were to be recognized as exclusions or deductions for the 
purpose of renegotiation. 

S. Renegotiation had to comaence within one year after the Mling of 


financial stat 





enents by & contractor. 

9. The contractor was to be allowed credit for Federal income and excess- 
profits taxes in determination of the amount of excessive profits to be 
elininated. 

10. Renegotiation was to be conducted on an over-all fiscal~year basis, 
thus implementing the administrative practices already in effect. 
ll. “Excessive profits” were defined as those found to be excessive as a 
result of renegotiation. 
ime Renegotiation Act still did nod provide guidelines or factors to 


be considered in the determination of whether or not profits were excessive. 
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To fill this gap, the War, Navy, and Treasury Departments and the Maritime 
Commission issued a joint statement in March, 1943 setting forth the general 
principles followed in determining excessive profits, the particular factors 
considered in the determination of excessive profits, and the departments’ 
interpretations of the statute. The particular factors considered in the de 
mination of excessive profits by the price adjustment boards of the departments 
ineluded the following: 


4. Memner in which a contractor's operations compared with other con- 
tractors with respect to the following factors: 
@. Price reductions and comparative prices 
bd. Hificiency in reducing costs 
ec. KHeonomy in the use of rew materials 
d. Effictency in the use of facilities and the conservation of 
manpower . 
e. Cheracter maxi extent of subcontracting 
fF. Quality of production 
g-. Complexity of mamfacturing technique 
h. Rate of delivery and turnover 
i. Inventive and developmental contribution 
jd» Cooperation with the Government and other contractors in 
developing und supplying technical assistance. 
2. Risks assumed by a contractor such as: 
a. Inexperience in new types of production 
b. Delays from inability to obtain materials, rejections, 
spoilage, and “cut~backs* in quantities 
c. Guarantees or guality and performance 


ad. Reasonable pricing policies 
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25 
3. Possible increases in the costs of materials and wages.” 


The trend of the emphasis in renegotiation sway from its use, as a specific 
repricing technique toward its use as a method of recapture of excessive 
profits, while maintaining incentives in the form of a higher profit allowance 
for efficient ana economic production, can be seen. The factors that were 
considered in the determination of excessive profits were based on the premise 
of maintaining maximum productive output at the lowest possible cost. In order 
to achieve this purpose, the contractor who contributed the most in the way of 
cost reduction was rewarded with a larger amount of profit than the inefficient 


high-cost producer. 


Reaction of Industry to Renegotiation 
Richards C. Osborn summarizes the views of business groups on the 


subject of renegotiation, as represented at congressional hearings, very 


succienctly: 


in the press end in extended congressional hearings concern- 
ing the extension of the 1942 Act, many business groups, lerge and 
small, vociferously declared "this can't be done to us." They 
lambasted the Act as wholly un-American, unconstitutional, unneces- 
sery, ill-advised, or detrimental to the war effort and the economic 
stability of the country. ‘These end other businessmen prefaced 
their remacks, however, with a statement that excessive profits 
should not be made from the war. As & matier of sirategy, their 
specific proposals dealt primarily with revisions that would emascu- 
Late the Act; they aid not advocate its outright appeal. Each 
industrial group considered itsel? to be a special case and sug- 
gested amendments to the law which would reduce drastically or eLin- 
inate recoveries from their om profits. 











Ay, S., Department of War, Joint Statement by the War, are and 
Departments and the Maritime Commission of ses, Policies, and 


pretations under Section 403 of the Sixth Supplemental National Defense 
propriation Act, 1942, es Amended (Washington: U.S. Goverment Printing 


Woeborn, Op. cit., p. 19. 
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It is difficult to estimate the proportion of all businesses with 
defense contracts which opposed wartime renegotiation. Those opposing the Act 
were active andi vociferous in their denunciation of the Act while those approv 
ing of the Act remainec relatively silent. A post-war survey of businessmen 
under the auspices of the National Industrial Conference Board showed that, 
while businessmen were virtually unanimous in their opposition to peacetime 
renegotiation, six out of ten businesamen indicated that they approved of 
wartine renagotiatien. ~~ fmong the reasons given by vusinesswen for their 


epprovel of vartime renegotiation were: 


1. Renegotiation limiteiwar profits. 

2. The necessity of having war supplies at any cost, and,since the in- 
experience of contractors with the production of wer materials did not make 
for efficient contract pricing, renegotiation made it possible to review 
prices and correct mistakes made in the haste of getting into production. 

3. Renegotiation gave industry a "elean bill of health in the court of 
public opinion" as far as profiteering was concerned. 

4, About half of the industrialists who participated in the survey said 
that the excess-profits tax would have recantired more than 70 per cent of 
the renegotiation refunds, mut that the tax alone was not an adequate profit 
control mechanism, because the contractor could have increased his profits by 
raising his prices and this benefitted himself to the detriment of his country. 

Specific objections of business groups to the Renegotiation Act of 1942, 
as anended, as voiced in congressional hearings, can be summarized as follows; 

i. Renegotiation was time-consuming. It interfered with the production 


of war materials because experienced personnel end management had to devote 





Uvettonai Industrial Conference Doanl, inc., Renegotiation in Peace 
and War, Studies in Business Policy No. 44 (New York: National Industriel 
rence Board, Ine., 1950), p. ii. 
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time to the proviems of renegotiation that could have been better utilized 
in production. 

2. Renegotiation luterfered with the sanctity of contracts und substituted 
governnent by mén for Joverimany uy Lau. 

>» Renegotiation should take place afte: the payment of income and exces 
profits taxes. Some businessmen combenled that taxes vere @ cost of business 
@nd ahouwld be deducted from profits bevore venesotiation, 

4, Postwar and resonversion reserves were not allowed as deductible iteus 
of costs. These reserves ware necessary to finance the conversion of produc- 
tion from 2 wartine basis to the production of normal comercial articles. 

5. The administration of the Act wes discretionary and arbitrary. No 
formila or fised legal staniards had been establisned to be used to determine 
the excezsiveness of profits. The wethods and rules of the renegotiation 
peards were shrouded in wystery and & combractor cic not ‘aww how a board 

cived at its determination as to the portion of his profits that vere 
excessive. 

& Standard comercial articles should be exempted from renegotiation, 
particularly those articles fur which the Office of Price Administration had 
established price ceilings. Vendors of services maintained that their profits 
should be exempted from renegotiation. 

{Te Renegotiation was a unilateral action. The government could recap- 
ture excessive profits, but tne contractor was not reimbursed for losses 
within a fiscal year. Renegotiation was besed on book-profit figures which 
dic not always indicate the long-term operating results of @ business and the 
Act did not provide for @ carry-back or carry~forward of losses. 

S. The Act created uncertainty in the determination of a company’s finan- 
cial position. <A company was unabie to have any definite knowledge of the 
funds availeole to it t take care of normal corporate functions until ater 


the completion of the renegotiation proceedings. 
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3. 
9. The administration of the Act created a hardship on small companics. 
The representatives of these organizations recommended that the minimm 
aggregate of contract prices subject to renegotiation should be raised to 
$500,000. 

10. ‘The only appeal from a board decision was to the appointing office of 
the board. The Act provided no redress im the form of appeal for judicial 
review. 

ai. The very nature of the Act discouraged close pricing by goverment 
procurement ofiicers. m2 procurasent officers hal had enough experience to 
adequately price contracts, thereby preventing the realization of excessive 
profite and permitting the termination of the Renegotlation Act. 

12. The administration of renegotiation did not encourage efficiency. It 
was not apparent to the contractors that efficient management and economical 
production were being taken into aceoiunt in cetermination of excessive profits 
and therefore they felt that they dic not have financial incentives to pro- 
duce efficiently. 

13. Each agency named in the Act had established ita own price adjustment 
boards and there was 2 lack of uniformity in the adninistrative policies 
followed by these boards. In addition, comoenies were often renegotiated by 
different boards in different years. The representatives of these companies 
felt thet if they were renegotiated by the sam> board onmch year that board 
would become familiar with the peculiarities of that particular industry and 
would be able to accomplish their function more efficiently without the neces- 


sity of the industry's having to re-educete a new board each year.” 










Ue. Oo, Congress, Wouss, Committee on ways and izans, Mearings on 


and H.R. 3015, Bills to Amend the Sixth Supplemental 


poopriation Act of 1942, as amesdedy Uth Cong., ist Sess., 
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nate Appraisal of Renegotiation 

The Senate Special Committee Investigating the National Defense Pro- 
grem reported that many wer contractors had already recognized the reasons for 
and the inportance of talloring their own profits to levels that were fair 
both to them and to the Govenmnent .” It praisea both the majority of the 
contractors for their cooperation and the administrators of renegotiation for 
the manner in which renegotiation was being conducted. However, the Comittee 
felt that the principles and results of renegotiation were shrouded in too 
much secrecy, that duplication in the administration of the Act existed, and 
that perhaps the reward for quality and efficiency of production wes not being 
stressed enough. It recommended an immediate unification of the price adjust- 
ment boards and the adoption and publication of uniform price adjustment 
policies with emphasis on reward for efficient production, thus offering an 
incentive for low-cost production. It further recommended that standard com 
mercial articles, on which costs had been accurately established, and certain 
short-term contracts be exempted from renegotiation; that the $100,000 exexmp- 
tion be raised to $500,000; and that the contractors subject to renegotiation 
be required to file copies of their income tax returns with the price adjust~ 
ment board. The administrators of the Act concurred in the recommendation 
that the minimum amount of accruals subject to renegotiation be raised to 
$500,000, because it would reduce their administrative burdens and beceuse 
they felt that most excessive profits were being realized by producers with 
more than $500,000 annually on govermment business. ‘They also concurred in 
the recommendation that contractors subject to renegotiation file financial 
data with the price adjustment boards in preference to the system then being 
followed where the boards had to seek out the contractors subject to the Act. 





13y, S., Congress, Senate, Special Committee Investigating the Nationa. 
Defense Program, Renegotiation of War Contracts, Senate Report No. 10, Part 5, 
Bth Conge, ist SCss., i 2, PHe 2- ° 
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In response to some of the objections by contractors ani the recommen 
dations of the administrators of renegotiation and the Senate Investigating 
Committee, Congress approved the Renegotiation Act of 1943 on February 25, 
94s." The Act was applicable to fiscal years ending after June 30, 1943 and 
wes scheduled to expire December 31, 1944, unless extended by the President to 
the termination of hostilities. 

The Renegotiation Act of 1943 emphasized the fact that renegotiation 
was primarily a process for the recapture of excessive profits. One definite 
change in renegotiation was the divorce of contract repricing from the re- 
capture of excessive profits. The depariments were given the authority to 
reprice their contracts apart from the renegotiation process, either by 
agreement with the coutractor or by &@ unilateral cetermination of what con- 
stituted a reasonable pia"? 

While the Act constituted a complete revision or restatecent of the 
procedures end principles of renegotiation, the primary changes were proce-~ 
duval in nature and did not constitute alterations of the basic principles 
set forth in the earlier iecgisiation. Une of the main innovations unier the 
new law was the creation of a Wa: Contracts Price Adjustment Board in which 
was vested the authority and responsibility for the conduct of renegotiation 
and the establisiment of uniform policies and procedures. ‘The Board con- 
sisted of six members-—one representing the Department of War, cne the Depart- 
ment of the Navy, one the Department of the Treasury, one the Reconstruction 
Finance Corporation, one the War Production Board, and one the Maritime Caom- 
mission and the War Shipping Administration. The Board was authorized to 
delegate any part of its powers or functions to the Secretary of a Department 


who was authorized the power of redelegation. 





hy, 8., Congress, Title VII, Reveime Act of 1943, Public Law 235, 
7th Cong., 2d Sess., 1943; 58 Stat. 21, 7o-92. 


lommia., Title VIII, 59 Stet. 21, 92. 
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34 
The criticism by industry of the arbitrariness of the determination 
of what constituted excessive profits was answered by providing that the 
following factors be taken into consideration in the determination of tne 
emount of excessive profits: 

1. efficiency of contractor, with particular regard to attainment of 
quality and quantity production, reduction of costs and economy in the use of 
materials, facilities, and menpower; 

2. reasonableness of costs and profits, with particular regard to volume 
of production, normal pre-war earnings, and comparison of war and peacetime 
products; 

3. amount and source of public and private capital employed and net 
worth ; 


4, extent of risk assumed, including risk incident to reasonsble pricing 
policies; 

5» nature and extent of contribution to the war effort, including in- 
ventive and developmental contribution and cooperation with the Goverment 
end other contractors in supplying technical assistance: 

6. character of business, including complexity of manufacturing tech- 
niques, character and extent of subcontracting, and rate of turnover; 

7. such other factors the consideration of which the public interest and 
fair and equitable dealing may require, which factors shall be published in 
the regulations of the bard from time to time. 

The Board was required to furnish the contractor with a statement of 
the facts used as a basis for the determination of excessive profits if the 
contractor requested it. 

The Act provided that any contractor or subcontractor aggrieved by a 
unilateral determination of excessive profits by the Board could appeal to the 
Tax Court of the United Stetes for a redetermination. ‘The proceeding before 
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the Tax Court was to be a proceeding de novo and the Court could find an 
amount of excessive profits less than, equal to, or greater than the emount 
determined by the Board. | 

Whereas the esrlier amendments to the 1942 Act had stated that costs 
and expenses of the cheracter the contractor wes allowed for deductions for 
tax purposes should be recognized as deductions for the purpose of renegotia- 
tion, the 1943 Act stated that deductions allowed for tax purposes would be 
allowed as deductions for renegotiation insofar as they were attributed to 
renegotiable business. In addition, if amortization was recommuted at an 
accelerated rate, the contractor could be given a rebate for refunds made in 
prior years, if the recomputation showed that he had been given insufficient 
credit for emortization. 

The statute required a mandatory filing by the contractor with the 
Beard of an annual statement in such form ani detail as the Board prescribed. 

The renegotiation clause was still to be inserted in all contracts 
end subcontracts in excess of $100,000, except for those for the solicitation 
or procurement of govermment contracts or subcontracts thereunder, in which 
cases the clause was to be inserted if they were in excess of $25,000. How- 
ever, the minimum egeregate amount of receipts and accruals during a fiscal 
year from the performance of defense contracts end subcontracts subject to 
renegotiation was raised from $100,000 to $500,000, except for commission 
contracts which remained subject to renegotiation if the aggregate receipts 
were in excess of $25,000. 

In addition to the exemptions set forth in the amendments to the 1942 
Act, the 1943 Act mandatorily exempted from renegotiation: (1) contracts for 
egricultural conmodities in the raw or natural state, or in the first form in 
which customarily sold, (2) contracts with tax exemmt institutions, (3) con- 


struction contracts awarded as a result of competitive bidding, and (4+) any 
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subcontracts for items mancatorily exempted. The Board was also given 
discretionary authority to exempt any contracts for standard commercial 
articles; contracts which in the opinion of the Board were not administra-~ 
tively feasible to renegotiate, individually or by classes or types; and con- 
tracts which were let under competitive conditions which were likely to 
result in effective competition with respect to the contract price. ‘The 
profits realized from increases in inventory value were also exempted from 
renegotiation. 

The emendments pertaining to the recomputeation of amortization, the 
exemption of contracts for egircultural commodities and with tax exempt in- 
stitutions, a cost allowence for integrated producers, the exclusion of in- 
ventory profits, and the right of appeal to the Tax Court were made retro- 
active to April 25, 1942, the date of the passage of the original Act. ‘the 
provision perteining to the establishment of the War Contracts Price Adjust- 
ment Board was made effective as of the date of the passage of the Act--—- 
February 25, 194-—end the remainder of the Act was made effective as of 


July 1, 1943. 


Reaction of Industry to tie 1943 Act 

Yae oojections to the Renegotiation Act of 1945 by the vocal elements 
in industry did not differ substantially from the objections to the 1942 Act. 
Some businessmen felt that renegotiation was in practice nothing more than a 
“super 100 per cent excess~-profits tax" and that production efficiency was 
not being adequately rewarded. Contractors mainteined that even with the 
delineation of the statutory factors to be considered in determining exces~ 
sive profits, the bases of the findings of the boards were still a mystery to 
contractors who deserved to know how the boards arrived at thelr deteraina- 
tions. Contractors whe had a small percentage of invested private capital as 


compared to goverment furiishea facilities feit that tae net worth factor was 
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37 
overemphasized, and the contractors who had large amounts of private capital 
felt that net worth was underemphasized by the boards in arriving at their 
determinations of reasonable profits. Some felt that greater consideration 
should have been given to turnover when evaluating the performance of a highly 
integrated contrector who had @ large operating investuent and a low rate of | 
turnover. Industrial groups were still oettempting to obtain special conces- 


sions for their industries. 


Extensions of the Act 

The Act wes extended to remain in effect until June 30, 1945 by 
Presidential Prociometion 2632 on November 1, roby, 2° The proclamation 
stated thet the reason for extension of the termination date was that com- 
petitive conditions had not been restored as of that date. On June 30, 1945 
the termination date waa extended, by amendment, ay to the date of the termina- 
tion of hostilities, or December 31, 1945, whichever was earlier. The Act 
expired on December 31, 1945 and profits attributable to the performance of 
contracts subsequent to that date were not subject to renegotiation. ‘The 
profit limitations of the Vinson-Trammel Act and the Merchant Marine Act of 


1936 agnin became effective with the expiration of the Renegotiation Act. 


Results of Renegotliation 
The dollar amount of fixed-price and cost-plus~-a-fixed-fee supply con- 


tracts for corporations subject to renegotiation from 1942 through 1945 was 
$223,443,777,000, excluding brokers, agents, sales engineers, construction 





16, S. Federal Register, Volume IX, 19, p. 13,739. 


“ly. 8., Congress, Public Law 104, 79th Cong., Ist Seas., 1945; 59 
Stet. 20h. 
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contractors, shipping contractors under charter, and contractors renegotiated 
on & demisbas ehh Waie.” he date for these items and for contracts 
with proprictorships and partmerships were never compiled by the Board. Gross 
recoveries of excessive profits by renegotiation amounted to $11,026,641,000, 
$9, 770,124,000 of vhich wes attributable to fined price end cost-plus-e~ 
fixmed-fee supply contracts with corporations, ard $1,250,517,000 of which was 
ettributeble to alli other contracts subject to renesotiation. Of the amount 
of gross recoveries, 5& per cent would have been recovered br taxes. AMer 
@éllowance for tax credits in this anmunt, tote). recoverltes user renegotiation 
emcunted to $4,551,722,040. Administrative costs of tee conduct of renegotia~- 
tion were stated by the War Contracts Price Adjusiment Boari to have been 
$41,476,000-—-less than one pe cent of the total amount of net recoveries. 

It wuust be temeupersd that renegotiation is not & revemieé measure. 
Although the mnount recovered in dollars is great it is a sinnli percentage of 
total war expenditures. the impact of renegotiation on cost reduction emd 
gricing policies cannot be measured, ang it ts these items which measure the 
eifectiveness or renegotiation. Tho aggregete of voluuatary refends, prlor to 
& company's renegotiation, and savings resulting from reduced prices are not 
evea approximately measurable. An essclwate has been made that price recuctio 
in the amount of 4-1/2 billion dollars were brought dbowt because of informa- 
tion obtained from renegotiation aad the indspendeat actions of contracting 


officials”? the War Department reported that renegotiation contributed to 


a ES 





at 5., War Contracts Price Adjustment Board, Final Report of War 
Contracts Adj 


stwent Board, Mey 22, 1951. 
13y, S., Congress, Seagate, Special Committee to Investigate the 
National Defense Program, Renegotiation, Senate Report No. 440, Part 2, 
SOth Cong, ad DAEBe, “19hss pe lee 
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resisting the inflationary trend and had a tendency to control the pricing 
policies of eontractors.~° An exanple of the impact of renegotiation is 
given in one of the Truman Comittee reports: 


One Lliustration of such a company is one of cur lergest air- 
ereft iwilders (United Aivcraft Corporation of East Hartford, Com. ), 
whose menacenent have tuxen the ettitude tist they do not wish to 
profit inordinately, from the tremendousiy increased volune of war 
business. The vesuit is that the es Be of that company have 
eome into the Price Adjustment Board periodically every few months 
aud have subaitted the figures on their operations for the few months 
immediately preceding, tog¢etaer with an offer of a voluntary refund 
of such part of thelr wig! @s wore caeened excessive. The refunds 
made in this manner by this one gorpenmicion during the years 1941, 
1Ghe, and 1943 have bl ahem more than $¢206,000,000. 

No corporate executive could afford to makc a voluntary refund 
Of $260,000,000 ta the Government if be knew that his competitor 
would be permitted tc keep conparable profits with which to syin 
him when reel cometition is restored at the end of the var. 


World Wer IT i oOtiatvion 





Shortcomings of 
The Sneciai Camittee Investigating the National Defense Program, 
while concurxing in the conclusion that renegotiation had been effective in 
Limiting war provite and obtainiag better pricing policies, reported that 
wronegotiation and its administration had had several weak points which should 
be veetified in eny future renegotiation law.“ ‘The Conmittee found that the 
renegotiation officials had given insufficient weight to the fector of net 
worth in considering what constituted a reasonable profit. ‘The emphasis 
seemed to have been on total volume of sales with the resuit thet many 
competes which stacted the war with a small capital investment vere permitted 


to retain large profits. The percentege of profit allowed contractors varied 


PLPors. 
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ay, G., COngrees, Senete, Cpecial Cosma. ttee investigating the National 
Defense Progrem, Third L Soe). Rewo-t, Senate Repors Mm. 10, Part is, Re 
Cong, *) 2d DEBS. ; LORD. De ie 


ory - - 
““Senate Report No. 440, Part 2, op. cit., pp. 7-12. 
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40 
within very small linits for mamfacturers of similar articles, a practice 


which did not sufficiently penalize high-cost, ineff icient contractors, or 
reward low-cost, efficient contractors. 

The Committee elso felt that the exerption of $500,000 of business 
from renegotiation permitted emall cenceras to realize excessive profits. A 
group of thirteen companies selected at random in the $100,000 to ¢500,000 
bracket during 1943, and therefore not subject to renegotiation, were found to 
have had average profits of over 35 per cent of gross sales. 

The mandatory exemptions from renesctiation svecified in the Acts also 
permitted the accumulation of excessive profits. The renegotiation officials 
agreed with this impression and also recommended that pe-missive exemptions 
be eliminated from any future Act. They felt that both mandatory anil per 
missive exemptions were unjustified, made renegotiation more difficult, and 
were unequitable and demoralizing to other contrectors who had not been 
exempted. 

Certificates of necessity which permitted rapid amortization of new 
war production facilities were one source of considerebie profiteering. ‘The 
certificates permitted the holders to amortize the cost of the facilities over 
& period of five years or less if the period of emergency was declared over 
prior to the end of the five year period. The use of the certificates per-~ 
mitted companies to come svt of the war with new, fully anortized equipment. 

The Committee also felt that some government contractors mae large 
profits cut of defense-end items which were procured by departments and agen 
cies whose contracta were not subject to renecotiation. It recommended thet 
all govermment contracts which were made for the purnose of national defense 


be mace subject to renezotiation during vartine,. 
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The Renegotiation Act of 1945 


The only profit linitetions in effect from Jamary 1, 1946 to May 21, 
1945 were the fixed percentage limitations of the Vinson-Trammel Act and the 
Merchant Marine Act. On May 21, 1948 in comection with increased defense 
spending, particularly the qxpanuioa of the All Torce, Congress passed the 
Renegotiation Act of if! - Tue Act stipulated that all contracts and sub- 
contracts in excess of $1,C00 that obligated appropriations of or were entered 
into under contract authorizations of the Suppilemenval Natlonal Defense 
Appropriations Act, 1945—-appropriations primarily for the procurement of 
@ircraft and related facilities and equinment—-should contain a clause making 
them subject to renegotiation. The aggregate of receipts from these contracts 
hed to total $100,000 before a contractor or subcuntiactor was subject to 
renegotiation. The Act made the Secretary of Defense responsible for the at- 
ministration of renegotiation, gave him the power of delegation of auchority, 
end directed that he administer the Act in accordence with the procedures and 
provisions of the Seneputiation Act of 1943. The Act also directed the 
Secretary of Defense to promiulsate and publish regulations interpreting and 
applying the Act end to prescribe standards and procedures for determining 
and eliminating excessive profits. 

About a month later, on June 25, 1945, Congress directed the Secretary 
of Defense to direct the insertion of the renegotiation clause in any con- 
tracts of the military cdepartwents for the procurement of ships, airavaft, 
airers®t parte, end for the construction of facilities or installations out- 
Side the continental United Stetes which obligeted am funds made available for 


ol 
obligation in the fiscal year 19%9,7° 





as . Se » Congress, Section 3, Supplemental National Defease Appropriar 
ket, 1943, Public Law 547, SOth Cong., 2d Sess., i9h5; 62 Stat. 255, 259- 






U. 8., Congress, Section 401, Second Deficiency Approp jation Act, 
19hs, Public Law 785, 80th Cong., 2d Sess., 1940; Oz 327; 1049, 1050. 
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Subsequent appropriation Acts made the Renegotiation Act of 1918 
applicable to all negotiated contracts, and subcontrects thereunder, which 


= 25 26 
Obligated funds during the years 19507 and 1951. 





on. S., Congress, Section 622, National Military Establishment Appro- 
priation Act, 1950, Public Lar 434, Gist Gomg., Int Sess., 1949; 63 Stat. 









aby, S., Congress, Section 615, Chapter X, Defense Appropriation Act, 


L951, General me roprietion Act 1951, Public Lay 75), Gist Cong., 2d Sess., 
9903; OF Stat. 595, (50; (a4. 








CHAPTER IIT 
THE RENEGOTIATION ACT OF 1951 


The Basic Act 

In response to the increase in defense spending occasioned by the out- 
preak of the Korean War in June 1950, the House Committee on Ways and Means 
began holding hearings in August 1950 on & bill, introduced by Representative 
Carl Vinson, to provide for extension of renegotiations to cover all defense 
“ss, Representative Vinson stated that in his opinion the partial 
applicability of the 1948 Act was not sufficient or bread enough to prevent 
the realization of excessive profits or to hold prices down. Subsequent to 
unanimous epproval of the bill by the House, and public hearings by the 
Senate Committee on Finance in Janmary 1951 - Congress enacted the Renegotia- 
tion Act of 1951 on March 27, 1951.° 

The Act for the first time set forth the policy on which a renegotia- 
tion Act was based. Section 101 of the Act states; 

It is hereby recognized and declared that the Congress has 

made available for the execution of the national defense progran 


extensive funds, by appropriation and otherwise, for the procure- 
ment of property, processes, and services, and for the construction 


ty, S., Congress, House, Committee on Ways and Means, Hearings on H.R. 
9246, A Bill to Provide for the Renegotiation of Contracts, and for Other Pur- 
poses, Olst Cong., 2d Sess, 1950. 

uy. S., Congress, Senate, Committee on Finance, Hearings on H.R. L724, 


An Act to Provide for the Renegotiation of Contracts, and for Other Purposes 
62d. Cong., lst Sess., 1951, 


2u. S. Congress, Public Law 9, 92d. Cong., lst Sess., 1951; 65 Stat.7. 
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of facilities necessary for the national defense; that sound execu- 
tion of the national defense program requires the elimination of 
excessive profits from contracts made with the United States, and 
from related subcontracts, in the course of said progran; and that 
the considered policy of the Congress, in the interasts of nations’. 
defense and tie general welfare of the nation, requires that such 
excessive profits be eliminated as provided in this title. 


The Act was made efYective es of Jamiary 1, 1951 and all auwounts re- 











esived or accrued from the performance of the contracts designated in the Act 
were subject to the provisions of the Act. It also made provision for the 
completion of uncompleted 1945 Act proceedings by the new Board established by 
the Act. The termination date of the Act was December 31, 1953. 

The Act, with a few changes, was based almost entirely on the 1943 
Act, as amended. Tne agencies whose contracts, axl subcontracts thereunder, 
were subject to renegotiation under the basic Act were the Department of 
Defense; the Departments of the Army, Nevy, and Air Force; the Department of 
Commerce; the General Services Administration; the Atomic Energy Commission; 
the Reconstruction Finance Corporation; the Canal Zone Goverment; the Penema 
3 the Housing and Home Finance Agency; and such other agencies of 





the Govermment exercising functions having s direct and iumediete connection 
with the national defense as the President desired to designate. Exocssive 
profits were to be determined with respect to the amounts received or aecrued 
by a contractor under renegotiable contracts or subcontracts in an entire 
fiscal year of the contractor. ‘The renegotiable floor (1.e., the mininam 
aggregate of receipts or accruals by a contractor during a fiscal year) was 
at $250,000, exeept for subcontractors whose compensation was received in the 
form of commissions—agents, brokers, etc.—for whom the floor was set at 
$25,000. ‘The statutory fmctors to be considered in the determination of ex- 
cessive profits, although worded slightly differently, were the same es tnose 


Ay 


set forth in the 1943 Act. ALL deductions allowed for Federal income tax 





‘eure, p. 34. 
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bs 
purposes were to be allcwed in renegotiation to the extent allocable to 
renegotiable business. 

Te Secretary of each nomed department was directed to insert in each 
contract made by his department a clause stating that the contractor agreed 
to the renegotiation of his profits and egreed to insert the clause in each 
subcontract let in the performance of the prime contract. The insertion of 
the clause did not necessarily mean that such contract or subcontract would 
be renegotiated nor did the omission of the clause preclude the applicability 
of the renegotietion statute. 

The 1951 Act differed from the 1943 Act in two major respects. In- 
stead of putting the administration of the Renecotiestion Act under depart- 
ments whose contracts and subcontracts were subject to renegotiation, the Act 
established an independent Renegotiation Board which carries out the provision 
of the Act through Regicnal Boards. The Statutery Board consists of five men 
appointed by the President, by and with the edvice and consent of the Senate. 
The Secretaries of the Army, Nevy, and Air Force, subject to approval of the 
Secretery of Defense, and the Administrator of General Services, were each 
given the privilege of recommending to the President one person from civilian 
life to serve as a member of the Board. The President designates one of the 
meabers to serve as Chairmen of the Board. 

The other innovation in a renegotiation statute wes the provision for 
@ one-year loss carry-forward in the determination of excessive profits. A 
loss sustained by 2 contractor in one year was to be applied as an liom of 
cost in the next succeeding fiscal year. 

Not all contracts of the nemed agencies were made subject to reneso- 
tiation. The Act provides for the statutory mandatory exemption of certain 
types of contracts from renegotiation and also permits the Board to exampt 
some types of contracts from the provisions of the Act under certain circu. 
stances. The mandatory exemptions in the Act, pefore mucndment, vere: 
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1. Contracts with political units and their subdivisions and with 
foreign govermments. 

2. Contracts and subcontracts for raw agricultural commodities. 

3. Contracts and subcontracts for timber and minerals net processed be- 
yond the first state suitable for industrial use. 

4, Contracts ani subcontracts with regulated common carriers and public 
utilities. 

5. Contracts and subcontracts with tex-exemps organizations, 

6. Contracts and subcontracts which the Boami determined not to have e 
direct and immediate connection with national defense. 

7 Amy subcontracts under exempt contracts or subcontracts. 

8. Subcontracts for new durable productive equipment, except to the 
extent of that part of the sales price which beers the same ratio to the total 
price as five years bears to the average useful life of such equipment. For 
exemple, if such equipment has an expected life of fifteen years, five-fifteen 
ths of the sales price would be renegotiable. 

The Renegotiation Board was euthorized, at its diseretion, to exemot 
the following contracts from renegotiation: 

is Contracts and subcontracts to be performed outside the continentel 
limits of the United States or in Alaska. 

2. Contracts or subcontracts under which the profits could be ceterimined 
with remsonable certainty when the contrect price was established. 

3. Contracts and subcontracts with provisions which the Board considered 
sdequate to prevent excessive profits. 

4, Contracts and subcontracts whose renegotiation would jeopardize 
secrecy required in the public interest, 

5. Subcontracts when it wos not administratively feasible to segregate 
the profits attributaifle to renegotiable business from profits attributable 
to monrenegotlable business. 
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47 
As in the 1943 Act, contractors aggrieved by an order of the Board 
may file a petition with the Tax Court of the United States for a redetermin- 
ation in a proceeding de novo. the detemination of the Tax Court of the 


amount of excessive proflis, if any, is final. 


nent and Extension of ‘the Act 





Congress awended the Act ami extended it for one year-from Jamary 1, 
195, to December 31, 1954-—on September 1, 1954.° ‘The minimum amount subject 
to renegotiation, except for conmissions, wes raised from $250,000 to $500,000. 
A nev mandatory exemption for standard commercial articles was added. Con- 
trects and subcontracts for standarl comercial articles that met certain 
qualifications and which were approved by the Board were exempted from rene- 
gotiation. The contractor was required to Mile an application for exemtion 
with the Board steting that the articles he mamfactured met the qualifica- 
tions necessary for exemption. For an article to be classified as a standard 
commercial article it had to be mamifactured for stock and customarily main- 
tained in stock by & mamfactmrer or dealer, cr it had to be momfactured and 
sold by more than two persons for general civilian industriel or commercial 
use, or be identical in every material respect with an article so mamfactured 
or sold. 

An enendment also provided thet contracts for the furnishing of sup- 
plies or materials for the mamfacture of synthetic rubber for nondefense pur- 
poses were mandeatorlally exempt from renegotiation. This emendment was 
adopted because the Reconstruction Finance Corporation, one of the agencies 
designated in the Act, mamifactured synthetic rubber for sale to private 
companies. 

The partial mandatory exemption for subcontracts for new durable 
productive equipment wes extemled to cover prime contracts as well as sub- 
contracts. 





"236 WU. Se, Congress, Public Law 764, 53a Cong., @d. Sess., 1954; 68 Stat. 
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Qn Angust 3, 1955 the Act was amended and extended until December 51, 
1956.° The exemption that applied to contracts for standard commercial 
articles was extended to cover contracts for standard commercial services. ‘To 
be eligible for the standard commercial service exemption, a service had to 
be one that was customarily performed by more than two persons for seuweral 
elvilian industrial or commercial requirements or was reasonably comparable 
with a service so performed. Application for exemption had to be made to the 
Boerd in the same manner as application for stanierd commercial article exemp- 
tion. 

Contracts for the construction of any building, structure, improvement, 
or facility were made mendatorially exempt if the contracts had been avaried 
@s a result of competitive bidding and were mot financed with a mortgage 
insured under the provisions of Title VITI of the National Housing Act. 

The statute also directed the Joint Committee on Internal Reveme 
Taxetion to make a complete study of the Renegotiation Act and whether there 
was any necessity for further extension of the Act beyond December 31, 1956. 
The Joint Committee was directed to report the results of the study not later 
than May 31, 1956. 
ecommenied that 





The Joint Committee in its report dated May 31, 1956 
the Renegotiation Act of 1951 be extended to December 31, 1951 and further 





aded. particular chances to be made in the lew. ‘The Commitice recom 
mended thet ti.e following changes be made to the Acts 

1. That the statutory floor be raised to $1,000,000 because the problems 
of compliance with renegotiation requirements were burdensome to small 


2. That the standard article exemption be simplified and classified. Tt 





recommended that a standard commercial erticle be defined as an article 


Sy. Sey 





8, Public Law 216, Skth Cong., lst Sess., 1955; 69 Stat. 
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49 
customarily maintained in stock or covered by established price quotetions, 


and that at least 35 per cent of the dollar asount of sales of such articles 
by the contractor must be for general civilien industrial or commercial use. 
Any article meeting these requirements would automatically qualify es eae 
standerd commercial article without the requirement that the contractor Mie 
an application or obtain eppreval from the Hoard. ‘The Committee also recom 
mended that articles which were identical in every material respect, that is, 
an article manufactured of the same or substitute materiels and comparable in 
Price to @ standard commercial article, be exempted upon application to ani. 
approval by the Board. ‘These identical articles also had to meet the 35 per 
cent test to be exempted from renegotiation. The Board should be required to 
take action on an application within three nonths. 

5. That the muber of agencies whose contracts were subject to renegotia- 
tion be reduced. [At the time of the study the contracts of twenty-one 
govermmental agencies were subject to renegotiation]. 

hk, ‘That the act be amemied to insure that mo special emphasis be given 
to net worth and eapltal emloysd as contrasted with the other statutory 
factors. 

5 That the loss cerry-Porward be liberalized to permit the carrying-for 
ward of losses for two years. 

6. That contractors below the statutory floor be exempted from filling 
statements of nonapplicability, but be permitted to fille at their own option. 

7. That the Renegotiatvion Board make an anmal report to Congress. 

&. That subcontracts under a contract with a tax-exempt organization 
should not be automatically exempt from renegotiation. 

9. That the permissive exemption from renegotiation for contracts ani 
subcontracts wholly performed abroad by foreign contractors be made uendatory. | 





Tgenate Document Ho. 126, op. eit., yp. 2. 
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On August 1, 1956 the Act was amended and extended until December 31, 
1958.° All of the recommendations of the Joint Committee on Internal Reveme 
Taxation were adopted except the one relating to contracts performed abroad. 
Tae agencies whose contracts and subcontracts were now subject to renegotia- 
tion were restricted to the Department of Defense; the Departments of the 
Avery, Navy, ami Air Fores; the Meritime Administration; the Federal Maritime 
Board; the General Services Administration; and the Atomic Energy Commission. 
Te President is permitted to include any other agency of the Goverment ex- 
ercising functions heaving « direct and immediate comection with the naticnal 
defense only during e national emergency proclaimed by the President or &- 
clared by Congress. 

The Amendments Act also provided that a comtractor could appeal a 
decision of the Tax Court, mw the extent subject to review, to the United 
States Court of Appeals for the circuit in which is located the office to 
which a contractor made his Federal income-tex retuzn. A decision from the 
Tex Court can only be apperled on constitutional or jurisdictional grounds. 

The termination date of the Renegotiation Act was extended to June 50, 
1959 and the Netiomal Aercnautics and Space Administration was added as an 
agency whose contracts end subcontracts were subject to renegotiation on 
Septexber 6, 1958.7 

The Renegotietion Act was further amended and the termination date ex- 
tended to June 30, 1962 on July 13, 1959.79 me loss carry-forvard provision 
was further liberalized « permit the earrying-forward of losses for five 
years, making the carry-forward provision equal to that permitted for Federal 





= Oy. 8., Congress, Public Law 570, 34th Cong., 2d Sess., 1956; 70 Stat. 
*y. 3. Congrese, Public Law 55-930, 85th Cong., 2a Sess., 1953; 72 
Stat. 1789. 


105. s., Congress, Public Lew 86-89, 86th Cong., lst Sess., 1959. 
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income-tax purposes. Provision was also made for the appointment of a General 
Counsel of the Renegotiation Board. In addition, the Committee on Armed 
Services of the Senate end the Committee on Armed Services of the House of 
Representatives were directed to make full and complete studies of the procure 
ment policies and practices of the Department of Defense ani the Departments 
of the Army, Nevy, and Air Force, particularly of the experience of the 
departments in the use of various methods of procurement and types of con- 
tractual. tustruments with regard to their effectiveness in achieving reasen- 
able costs, prices, and profits. ‘The results of the study shall be reported 
to the House by September 30, 1960. The Joint Comnalttee on Internal Reveme 
Taxation was directed to make a full and complete study of the Renegotiation 
Act of 1951, as amended, ani of the policies ani practices of the Renegotia- 
tion Board. The report on the results of this study will be made by Meares 351, 
1961. 


The Position of the Proponents of Renegotiation 
The Renegotiation Act of 1951, and its contimation, comprise legisia-~ 


tion that has been requested and supported by the President, the executive 
departments, particularly the Department of Defense im view of the vast expen- 
ditures for military procurement, and some of our senior statesmen who have 
been concerned with the prevention of excessive profits. Two of these members 
of Congress who have been active in supporting the renegotiation state are 
Senator Francis Case, who introduced the legisletion that culminated in the 
Renegotiation Act of 1942, and Representative Carl Vinson, Chairmen of the 





fouse Militery Affairs Coumittee, who introduced the legislation which re- 
sulted in the Vinson-Tremmel Act in 1934 end the Renegotiation Act of 1951. 
The proponents of renegotiation contend that the high level of defense 
spending during the present period of cold war oquingiel liaison and the dif- 
ficulties encountered in pricing new and experimental products for which no 
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52 
past production and cost experience is available, make renegotiation necessary 
to prevent the realization of excessive profits from defense procurement and 
to hold down the prices of defense materiais. This is particularly emphasized 
in the area of subcontracting where the Defense Department feels that it does 
not heve adequate controis to prevent the realization of exceasive profits 
and inflated prices. Basically, the position of the adyvoentes of renegotia- 
tion is that renegotiation is necessary for the following reasons: 

1. The high level of defense spending for procurement, the greatest por- 
tion of which takes plece in areas of little or no cometition. 

2, The problem with respect to procurement and pricing in areas of unique 
and novel military technologies. In these areas it is often immossihnile for 
the Goverment to determine, when a procurement contract is made, what con- 
stitutes a fair price and for the supplier te accurately forecast his cost. 
Most contracts for procurement of this type are made with e contractor best 
qualified to produce the equipment and, because of the limited sources of 
supply and the experimental nature of the worn, the Goverment is unable to 
obtein the price benefits that may result from procnrement under normally 
competitive conditions. 

3. The problem of controlling prices and profits in the area of subcon- 
tracts which constitute a lerge part of the dollar smount of expenditures for 
defense procurement. 

4, The mere existence of renegotiation makes for better and closer pric- 
ing policies on the part of contractors ami subcontractors, because pricing 
risks are one of the factors considered in the determination of excessive 
profits. 

In testifying before the House Ways and Meens Committee in support of 
the proposed renegotiation legisletion in 1950, Representative Carl Vinson, 
Chairman of the House Armed Services Committee, stated: 
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In the first place, renegotiation is not @ reveme measure 
eo » © The objective of renegotiation is not to raise reveme, 
but to hold prices down. 

Because of these facts and circumstances [increased defense 
spending] I think it is incumbent upon us to provide by a broad 
coverage of renegotiation an effective means of keeping down 
excessive prices and profits. 

This is the sole purpose of renegotiation—to hold the prices 
down and not pexmit excessive profits to be made.4tl 


in his testimony before the Senate Committee on Pinance during hear- 
ings on extension of the Renegotiation Act in 1955, Senator Prancis Case pro- 
duced severel examples of why renegotiation is necessary. Fart of Senator 


Gase's testimony was es follows: 


» « « J have obtained a few sample cases walch are current 
under the Act of 1951. 

One contractor whon I srali designate as contractor A designed 
end memufactursd electronic comectors em ademtors, largely for 
airereft. Renegotiable sales were just under $2 willion mt they 
yielded profits of almost $2 million or actual 50.5 percent of the 
pusiness. 

This contractor's investment in machinery ani equipment was 
only $14,000 when he began the year, and was onty $45,000 at the 
emi. Yet on that investment—an investment of $45,000—by the end 
of the year he had a profit of &1 milton. 

Over 90 percent of the work was subcontracted. 

The return on net worth of this muenifactuxer contractor was 
Tfe.9 percent, 

Under renegoy dation a refund ef $750,000 of the $1 million 
was determined. + 


Te Presicent of the United States has been a steadfast advocate cr me 
negotiation. He recommended extension of the Act in his Pudget Messages to 
Covgre¢s in 1958 and 2959. Im 2 message to Congress in 1955, in support of 


the extension of the Renegotliation Act, the President stated: 





Uearings on HR. 9246, op. clt., pp. 12-13. 


1 
a8, Se, Congress, Senate, Committee on Finance, Poe on H.R. 
4904, An Act to Extend the lenegotietion Act of 19514 for 2 yes th Cong.» 
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In spite of major improvements, which we heve achieved in our 
contracting amd price redetermination operations, there neverthe- 
less remains an area in which only renegotiation can be effective 
to assure that the United States gets whet it needs for defense 
at fair prices. 

Contimuation of the renegotiation suthority is necessary for 
several reasons. Because of the complex neture of modern military 
equipment, the lack of experience in producing it, and the frequent 
alterations during the life of a contract, it is impossible for the 
Govermment to determines, when the contract is mede, what constitutes 
@ fair price and for the supplier to accurately forecast his costs. 
Moreover, because of limited sources of supply in many cases, there 
are situations in vkeich the Government is unable to obtain the price 
benefits that accrue from normal competition. 

Furthermore, in the interest of broadening smd strengthening the 
mobilization base, we have encouraged the extensive use of subcon~ 
tracting. Becamuse the United States has no direct contractual re~ 
lations with subcontractors, the only protection against unreason- 
able prices by them is through the process of renegotiation.13 


in a letter to the Speaker of the House supperting and emphesizing the 
necessity for an extension of the Renegotiation Act in 1959, the Secretary of 


Defense stated: 


Defense expenditures are expected under current world conditicns 
to contime at or somevhat near their present high rate for the fore- 
secable future. For fiscal year 1959 expenditures of the Department 
of Defense are estimated to be $10.8 billion. Approximately one-half 
ef such expenditures represents emounts for the procurement of goods 
amd services which would be subject to the provisions of the Act. 

The purpose of renegotiation is to eliminate excessive profits 
from defense contracts and subcontracts thereunder. In large-scale 
procurement progrems involving the purchase of many different types cof 
specialized items, many of unprecedented nature, past production ang 
cost experience are not always avellable for accurately forecasting 
the costs of such items. Today, particularly, we are witnessing 
rapid develomments in the airereft, missile, and space fields. Price 
ing policies and contracting techniques of the procuring agencies can- 
not guarantee in all cases against excessive profits. 

Experience has shown that the renegotiation authority is an effec- 
tive method of preventing excessive profits. It has @ salutary effect 
in contract pricing and has proved perticularly effective in the sub-~ 
ar ating, areas where maintenance of pricing controls is extremely 
difficult, 14 





loypia., letter reproduced on pp. 1-2. 

4) 

“U. S., Congress, House, Comnaittee on Ways and Means, Hearings, on 
Generel. Subject of an Extension of the Renegotiation Act, SOth Cong., 1st 
>) etter reproduced on p. 2. 
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The Views of industry on Renegotiation 


The reaction of industry to the passage of the Renegotiation Act of 
1951 and its subsequent amendments is reminiscent of its reaction to the 
World War IT statute. One change in the type of reection is that, while mst 
industrial representatives did not advocate outright repeal of the World Wer 
It renegotiation law, but rather sought concessions for thelr particular in- 
dustry, the majority of the representatives of business as evidenced in con- 
gressional hearings on extensions of the 1951 Act advocated outright repeal 
of the present Renegotiation Act, stating thet such controls are not necessary 
in peacetime and that the present level of defense promirement is not high 
enough to warrant the contimuation of this statute. The National Association 
of Mamfacturers, in response to & questionnaire sent to 250 defense contrac- 
tors in 1958 on the subject of renegotiation, received replies that showed 
that the contractors were overwhelmingly opposed to renagotiation.~” However y 
1% must be kept in mind that those in industry who support the contimiation 
of renegotiation would probably not testify at congressional hearings to make 
their approval kmown. That some industry representatives do support renego- 
tiation is evidenced by & statement of the Business Committee on National 
Policy of the Netional Planning Association, an independent, nonpolitical, 
nonprofit organization composed of representatives from agriculture, business, 
government, labor, and the professicns, issued in 1950 in which the Associa- 
tion strongly recommended enactment of adequate renegotiation legislation. 16 

Some of the more common of the arguwnents against the contimeation of 
renegotiation proposed by industrial spokesmen and @ chort discussion of each 


are as follows: 





W>rpia., pp. 328-330. 
1 national Plaming Association, Renegotiation of Lefense Contracts, 
A Stetement of the Business Committee on National Policy, Special Report Ib. 
28 (Weshington: National Planning Assoelietion, 1950). 
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56 
lL. Some representatives of industry state that existing procurement 
techniques, if adequately utilized, are sufficient to prevent excessive prof-~ 
its. The Department of Deferse has such a miltitude of contract types avail- 
able, particularly price redeterminable types, that the proper use of these 
will insure close contractor pricing and will prevent 2 contractor fron 
realizing excessive profits. 

The authority on this subject is the Department of Defense itself. 
Defenge spokesmen have stated and testified repeatedly that the Department 
does Ot possess contracting techniques that can cope with all situations, 
particularly in the aircraft, space, and missile fields. In these fields 
technological advancements are so rapid that a contract usually has to be 
emented several times before it is completed. ‘There is no way of accurately 
forecasting costs at the commencement of a contract, or even when it has been 
pertially completed. One contractor may benefit substentially by use of in- 
novetions devised by another contrector in the same Meld. The Department 
feels that such windfall benefits should not accrue to the contractor because 
the savings realized in the performance of the contract are not due to the 
efficiency of the contractor. 

Price redetermination usually deals with contracts on an individial 
basis. So, if costs have been established for one contract and the contractor 
then assumes ancther contract, the fixed costs must then be allocated to each 
of the two products to establish the price of each. This price redetermina- 
tion on a separate contract basis would involve disagreement as to the we 
allocation to each product. Renegotiation of the contractor's overall busi- 
ness is not concerned with the allocation of costs t particular product 
Lines, but with the total costs inmrred in renegotiable business. 

Another reason why the Defense procurement officer is at a disadvan- 


tage in determining costs is that contractors can hire experts in their 
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fields and supply them with internal, cost and operating data thet are not 
evailable to military procurement officers who must rely on the contractor to 
&® great extent for cost infomastion, The militery procurement officers cane 
not attain the expertise of professionals because they are concerned with the 
procurement of various types of items and because they, in accordance with 
Military career develonment planning, may hold a procurewuent blliet for onty 
ae relatively short t: 

Reports by the General Accounting Office have shown that present pro- 
curement techniques are not always adequate in assuring proper pricing and 
heave shown thet some contractors have realized exorbitant profits. An excernt 
from one of these reports om the Lockheed Atroratt Corporation, Georgie 
Division, Mariette, Georgia, issued tn May of 1959, reads as follows: 

The report shows that the negotiated target prices included 

emounts for subcontracted items which were $4,100,600 in excess 
of gaounte that the contractor kuew would be incurred for these 
items. Of this amount, $2,544,000 was known to the contractor 
prior to sulmission of ita proposal, although the proposal stated 
thet estimated costs of subcontracted items were based on the 
most current information available. The remainder of the 
$1,266,600 became known to the contractor prior to completion of 
negotiations. The lower cost information was not fhomnished ty 
the contractor in negotietions, nor disclosel hy Alr Force review. 
Consequently, unless appropriate adjustments are made, the con- 
tractor will receive incentive participation and target profite of 
about $1,250,000 beceuse of excessive target estimates rether than 
contractor efficiencies .~/ 
Kitheut renegotiation the contractors would be allowed to retain these large 
profits which were the results of inadequate pricing techniques unless they 


were discovered prior to the completion of the contract. 


2. Another argument proposed by industrial representatives against rs~ 


negotiation is that renegotiation makes for the wee of sloppy procurement end 
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50 
pricing techniques by defense procurenent officers, that is, procurement 
officers tend to use renegotiation as a crutch. 

This argument does not seem too valid when considered in light of the 
fact that renegotiation refunds do not revert to the contracting agency, but 
go to miscellaneous receipts in the Treasury and are not available for re- 





wditure by the contracting agency. When covery service department in the 
Department of Defense is vying for a larger slice of the defense dollar, it 
does not seem likely tant contracting officers will svend or obligate more 
than the minimum amount necessary just because the Goverment will recoup the 
excessive profits of ecirtractors by renegotiation. 


3. Another contention of the cpponents of renegotietion is that It dis- 
coureges efficiency ami reduces incentives for low-cost production by radac- 
ing the profits of comtractors engaged in defense work. 

The purpose of the Renegotiation Act is to reduce the profits of 
defense contractors by amounts that have been cetermined to be excessive. 
This is one of the basic purposes of the Act. ‘the renegotiation legislation 
is the result of years of work at attempting to develop e& system of eiininat- 
ing excessive profits while still providing incentives for the contractor to 
increase efficiency and reduce costs; it is the only profit limiting legisia- 
tion which has incorporated consideration for these items. The statutory 
factors to be considered in the determinetion of excessive profits iaclide the 
efficiency of the contractor, and the Chalrmen of the Renegotiation Board 
have testified consistently that this factor is given proper weight in their 
determinations. However, an examination of the profit percentages of various 
iniustries after renegotiation, as shown in hearings before the House Cou- 
mittee on Ways and Means and the Senate Comitites on Finance, indicates thst 





vages for particular industries vary within a very small range 
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29 
from year to year. This seems to iniicate either that the efficient contrac- 
tor is not being properly rewarded or thet the nonefficient contractor is not 
being adequately penrlized, The Brewster Comulttee ccameonted on this small 
variance for World War II renegotiation in tba 14 veges” This, Lf true, 
however, is 2 defect in the administration of the Act ani cannot be considered 


@ defect in the legislation, 


i, Another argument given by industry in opposition to renegotiation is 
that the record~keeplag requizrca and the dealings with the Beard ave time- 
consuaing and burdensome, particularly for small businesses. The tax fne- 
tious in @ business can normally be left t© the accounting departments, be-~ 
cause the tax laws have set forth specific standards; however, the dealings 
With the Renegotiation Boards mist be handled by top executives of the company, 
pecause renegotiation is 8 judgment procedure and the executives mst justity 
profits to the satisfaction of the Boards. 

This argument bas considerable merit; Lowever, it does not seam that 
& busimess which can be truly classified as & small business is not teo ad- 
versely affected, because only those contractors who have receipts and 
@ceruals in excess of 61,000,000 a year are subject to renegotiation under 
the vresent lew, In addition, the records which are kept for Federal incom-~ 
tax purposes are usually adequate to supply the deta required in renegotiation 
proceedings, unless the business mamfachizes a diverse iine of products, 
only some of which are subject to renegotiation. In this case the combractor 
mist meintein records that are good enough to allow the proper allocation of 
costa, @ practice that may uot normally be followed in @ small organization. 
Congress has realized the difficulties encouctered in the segregation of costs 
and proflte, perticulerly where standard comercial article mamfacturing is 
involved and has attempted to lessen the burden on business by various 
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6O 
auentments to the standard commercial article and standard commercial service 
exemptions. 

It mst be remembered, too, that the costs incurred in meeting rene-~ 
gotiation requirements can be considered aa expense items by a business. 
Consequantly, and ultimately, the costs of the extra record-keeping required 
for renegotiation are borne by the Govermmect. If, as experience cates, 
renegotiation does have a salutary effect on contractor pricing policies and 
@liminates excess profits, then the expense involved in meeting renegotiation 
accounting requirements is outweighed by the benefits derived from the exist~ 


ence of the statute. 


5. Industry also contenis thet the Renegotistion Boerds arrive at their 
determinations in an arbitrary manner which defies retional analysis or 
retrospective review by the appelate courts. 

The Renegotiation Act sets forth seven factors that mist be consider- 
ed by the Board in arriving at its determination of excezsive profits. The 
entire statute is based on the fact that the determination of what constitutes 
excessive profits is a judgment procedure in whieh all the variables that 
effect different types of businesses are considered—-n0 Mixed percentages of 
euy sort are to be used as standaris against which profits are meesurad. The 
seven statutory factors are to be considered and weighed against each imiivid- 
vel contractor's performance by the Board in their consideration of & case. 
The Chadzmen of the Renegotiation Board have testified consistently st con-~- 
gressionel hearings that the factors are properly considered in their deter~ 
minations. 

What the contractors would like is for the Board to be mre spacifi« 
in their statements to the contractors as to hoy mich weight has been attached 
to the specific factors, @ procedure which the Board states thet it feels it 





w because no specific weight is attached to any particular factor. 
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Remagotiation is an cver~nl1 retrospective review of a contractor's perforn- 
ence, and the amount of profits determined by the Board to be excessive is 
stated in a total dollar smount and not as & percentage of sales or net worth. 
The primary benefit derived from the renegotiation procedure as con» 
trasted to other profit limitation systems is that a determnuation of whet 
constitutes excessive profits does denend on judement and a covsideration of 
@ll factors that are involved in the performance of contracts, aml is not an 
inflexible prectture that wild work hardships en 2 business umer certain ecir- 


cumstences and permit excessive profits under other eclrometances. 


6. Another aroment proroted by imtuctey cevresemtatives is thet the 
eset of renegotiation to the Goverment and to the econosy is excessive. 

As of June 30, 1959, the Renegotiation Board kad mace refund deter- 
minations of excessive profits amounting to $753,512, 931 under the provisions 
of the 1951 Act.-” Im addition, voluntary refunds and price reductions 
these voluntary refunds and price reductions are not connected with price ie- 
ductions made under grits redeterminable contracts—by contractors amounted 
to $1,033,862, 401. The total of these two items is $1,817,675,332. After 
Gllovance for tax credit in the amount of $1,156,000,000 and expenses incurred 
in the administration of renegotiation of $2,656,545, total net recoveries of 
the Board cummlative to dune 30, 1959 amounted to $075,215,704. Additionel 
hiGddbieteraieetion of $45,633,402 as of June 30, 1959, had not yet been 
made final. While the net refund figure cannot be taken as an absolute 
criterion for determining whether the cost of renegotiation is excessive be- 
cause no data are available on the contractors’ costs in complying with rene- 
gotietion requirements, it does show that excessive profits do exist in 
— contracts. 





15, Se, Renegotiation Board, Fourth Anmel Report (Washington: U. S. 
Goverment Printing Office, 1959). All refund data in this discussion obtaln- 
ed from pp. 5-13 of the repo: 
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Department of Defense ropresentatives have vantified end stated 
repeatedly that renegotiation has a salutary effect on pricing; what the 
pricing of defense promirexent would be without renegotiation is conjecture, 
but in view of past experience with os 1% seems logical to cpins 
thet it does hold down the prices of defense mterials. When defense contract 
profits are considered in view of the earlier mentioned General Accounting 
Office reports, it seems quite evident that renegotiation does have a fertile 
field in which to make its effects felt and 1% seems only logicel that one of 
the effects of renegotiation is more reaconsble pricing by the comtractor, 

It mist be remabered that renegotiation is not a reveme roaising 
process and that the effects of renegotiation camot be measured by the saxunt 
of refunds alone. Even if the renegotiation procedure resulted in an apparent 
bosckkeeping loss, it would be desirable to maintain renegotiation to insure 
more reasonable pricing by the contractor, The Chnimuan of the Renegotiation 
Board, Thomas Coggeshall, testified before the House Committee on Ways end 
Means in 1958: 

Renegotiation functions not only to recapture excessive profits, 

but to prevent then. Tt is common knowledce thet the mere existence 

of the renegotiation authority frequently induces contractors to 

price more closely than they otherwise would, end thus avoid aceru- 

ing excessive profits. This process of selit-renoyotiation is the 

most significant and important by-product of renegotiation. ag eae 

resultant dolia: sevings to the Governacnts are inciloulable. 

7. Amother complaint of industry represewiatives is that the time re- 
quired for completion of the renezotiation procedure is excessive ami that a 
company does not kmow its financial standing until its completion. 

The Renegotintion Board is permitted only one year from the date taat 
the contrector flles his report in which to commence renegotiation proceedings 








Oh. Ss r ase House, Committee on ways and Means, Hetring 
a. of th : : tion Act, 35th Cong. , ad Sense, 1955, De 
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63 
and two yeers from the date of commencement in which to complete the proceed- 
ings. Some of the reasons for delay beyond this period are: (1) delinquencies 
by contractors, (2) requests for time extensions from contractors, and (3) 
delays encountered in the conclusion of price redetermination proceedings be- 
tween contractors and procurement authorities. 4A period of from one to 
three years is of course still a long time for a company to be uncertain as 
to its financial position; however, it does seem logical that after years of 
experience with renegotiation proceedings a company should be able to esti-~- 
mate approximately how it will fare before the Board and to establish reserves 
for the amount that it estimates 1+ mst refund. One of the industry witnesses 
in the Hearings before the House Committee on Wimys and Means in 1943 stated 
thet at thet time he had had enough experience with the renegotiation process 
to epproximately forecast how nach he would be called upon to refund." 

An Appeal to the Tax Court of the United States, of course, increases 
the time required for the completion of renegotiation, but this action is 
beyond the basic renegotiation determination of the amounts of profits that 
have been determined to be excessive. 





rourth Ammal Report of the Renegotiation Board, op. cit., p. 7. 


ee rearings on H.R. 2324, HR. 2698, and H.R. 3015, op. cit., pe 582. 
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CHAPTER IV 
THE ADMINISTRATION OF ReNEGOTIATION 


The 1942 Act 

The Renegotiation Act of 1942, as amended, vested the responsibility 
for renegotiation in the heads of the departments or agencies whose contracts 
were subject to the Act, the Secretaries of War, Navy, and Treasury; the 
Chairman of the Maritime Commission; and the Poards of Directors of the four 
RFC subsidiaries, who had the power to redelegate the authority to administer 
the Act. Consequently, Pive different Price Adjustment Boards were estap- 
lished, one in each of the named departments, which were organized differently 
and did not use uniform methods or procedures in the administration of the 


Act. 


War Department 

The most extensive and intricate orgenization established to adminis- 
ter the renegotiation process was establisned in the Department of War. ‘The 
Secretary of War delegated his powers to the Under Secretary, who in turn 
delegated the majority of them to the War Devartment Price Adjustment Board. 
The Board was established within the Renegotiation Division, which had been 
ereated by the Commanding General, Army Service Forces as a staff division 
under the supervision of the Director of Material. ‘The Chairmen and memvers 
of the Board were appointed by the Commanding General, Army Service Forces, 
with the approval of the Under Secretary. The Chairman of the Board also 


served as the Director of the Renegotiation Division. 


64, 

















a. 
—— 


- ——- © © = <> 
——— oo Pe ee ee ee — 


~ | - _- eat A wt 0 bet 


— EEE ——————— : 
— a ® — & + ee ee he ll 
— ee 
7 =e i il, Te aa 6 ' 
- she ied 


— i a a 4 


aw 
> 


; , Pe ee eo 















_ ° - ~* _ | ooo | \ 
yy LEAs 1 alta ws 
; = = eae tw 








_— = ° Ss # ia 

_ (nen att aie aiaaind 
~ - 4 eee <> ) nan -) ——_ 
— cane ae |) + rs oe Ohl 
a ®t =e 2 oe Oe ee + nl 


mn om Se 
ae: S 


65 


A Price Adjustment Section was established in each of the Technical 
Services of the Army and in the Army Air Forees. These Services established 
subordinate District Price Adjustment Sections at the various procurement 
centers. The mumber of Price Adjustment Sections in operation at one time 
varied , but generelly was around forty~five. 

Tne War Depertment Price Adjustment Eoard functioned prima~ily as a 
policy-making end reviewing agency, although it did handie difficult or 
complicated cases. The Board approved all recommendations and settlements 
proposed by the Technical Services. ‘The Assignments Section of the Renego- 
tiation Division was responsible for determining which companies were renego- 
tiable. Contractors vere not required to file with the Board; the informa- 
tion was obtained by checking income-tax returns, company annual reports, 
from the Securities and Exchange Commission, procurement officers, and otner 
sources of business date. After the Section had determined that a particular 
contractor was subject to the Act he was assigned to the Service which hed the 
preponderant interest in tie production of the contractor involved. The Ser- 
vice further assigned his case to the District Price Adjustment Section loca- 
ted nearest the contractor. 

A Cost~Analysis Section attached to tne District Price Adjustment 
Section obtained financial and production data from the contractor and made 
an analysis for the renegotiator assigned to the case. The information was 
normally obtained by correspondence. Sometimes visits were made to the con- 
tractor's plant, but audits were not nocmally conducted. After the renegotia- 
tor had familiarized himself with the analysis and reached some preliminary 
conclusions, he met with the company officials for a discussion of their case. 
Subsequent to the conference the renegotiator met with the Chief of the Sec- 
tion and they jointly determined the amount of excessive profits. This deci- 


sion was then conveyed to the company officials. After the contractor had 
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66 
agreed to the terms of the decision, the tentative agreement was subject to 
the approval of the Chief of the Service. After his approval it was submitted 
to the War Department Price Adjustment Board for earproval. All agreements 
were submitted to all departments interested in a case for signature before 
the agreement became final. If neither the District Price Adjustment Section 
nor the Service Price Adjustment Section could reach an agreement with the 
contractor, the case was referred to the Board for a unilateral determination. 

Barly in 1943 the District Price Adjustment Sections were given 
guthority to enter into agreements with contractors in cases involving profits 
of less than $5,000,000 and the Service Price Adjustment Sections were given 
the same euthority for cases concerning profits of less than $10,000,000. 
Unilateral determination authority was retained by the Board. 


Navy Department 

The Navy Department's organization for the administration of renego- 
tiation remained centralized to a mich greater extent than that of the War 
Department. The Secretary of the Navy delegated his powers to the Under 
Secretary who established the Navy Department Price Adjustment Poard in the 
Office of Procurement and Material. This Board established policy and review- 
ed all renegotiation actions. In addition to the main Roard in Washington, 
@ section of the Board was located in New York, and two regional boards were 
established, one in Chicago and one in San Francisco. All of the Boards con- 
ducted renegotiation proceedings. The Cost ani Audit Division of the Office 
of Procurement and Material determined which contractors were subject to re- 
negotiation, using informetion-obtaining procedures similar to those used by 
the Army. Preliminary financial and production information was obtained by 
correspondence from contractors who were found to be subject to the Act. if 


the preliminary deta indicated that a contractor might be realizing excessive 
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profits, a panel of auditors—composed of partners and members of public 
accounting firms who voluntarily served on a part-time basis—was assigned to 
the contractor to assist him in preparation of data required by the Board. 
These data were reviewed anil analyzed by the Cost and Audit Division for the 
Board which handled the renegotiation. The contractor was invited to appear 
before the Board to which he had been assigned. After the conference, the 
Board determined the amount of excessive profits and informed the contractor. 
After an agreement was reached with a contractor, the terms of the agreement 
were forwarded to the Under Secretary of the Navy for approval, via the 
Departmental Board in the case of the regional boards. The Under Secretary 
determined the amounts of excessive profits in those cases in which the boards 


could not come to an egreement with the contractor. 


Maritime Commission 
The Chairman of the Maritime Commission established a Price Adjust- 


ment Board composed of four members. ‘The Board vas assigned a steff of ac 





ants and analysts who obtained all preliminary data and prepared reports for 
the use of the Board. Two of the Board members conducted the renegotiation 
proceedings with representatives of the contractors in Washington. The other 
two members constituted a review body to assure adherence to policies and 


procedures. 


Treasury Department 

The Secretary of the Treasury delegated his powers to the Director of 
Procurement who established a Treasury Department Price Adjustment Eoard in 
Washington. A staff of accountants and analysts obtained and developed pre- 
liminary date for the use of the Board. ‘The entire Board participated in the 
renegotiation proceedings to which representatives of the contractors were 
invited. 
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Reconstruction Finance Corporetion 

The Boards of Directors of the Defense Plant Corporation, the Metals 
Reserve Company, the Defense Supplies Corporation, and the Ribber Reserve 
Company delegated all of the authority conferred on them to a joint board 
known as the Reconstruction Finance Corporation Price Adjustment Board. ‘The 
RFC Board was located in Washington and functioned in a manner similar to that 


of the Maritime Comission Board. 


Coordination of Administration 

In Jamary 1943 the Secretaries of the Departments cross-delegated 
muthority so that the department conducting renegotiation with @ contractor 
who did business with several departments could sign an agreement that was 
binding on all departments, thus eliminating @ period of delay in the comple- 
tion of the proceedings. 

In orier to bring about a greater degree of uniformity and coordiina- 
tion in the procedures and policies of the various departments, the Joint 
Price Adjustment Board was established late in 1943 by mtual agreement emong 
the Secretaries. The Board was composed of one representative from each 
agency and one from the War Production Board. It was delegated the authority 
to establish rules for all departments, to assign contractors for renegotia- 
tion, and to interpret and apply reguletions. ‘The Assigmnents and Statistics 
Brench of the Army Renegotiation Division was euthorized to act for the 


Board in the assignment of contractors to appropriate Departments. 


The 1 Act 

The Renegotiation Act of 1943 made the contracts of War Shipping Ad- 
ministration subject to the Act, created the War Contracts Price Adjustment 
Board, and required defense contractors to file an anmal statement with tie 
Board. 
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The Administrator of the War Shipping Administration established a 
Price Adjustment Board in New York. It operated like the Treasury Department 
Board. 

The War Contracts Price Adjustmeut Beard was vested with the statutory 
responsibility for conducting the administration of the Renegotietion Act of 
1943. Through the use of its power of delegation of authority it delegated 
the renegotiation operations to the Departments and retained for itself the 
functions relating to policy-making, the publishing of regulations,? the 
granting of exemptions, and the review of Departmental determinations. The 
War Contracts Price Adjustment Roard authorized the Assignments and Statistics 
Branch of the War Department's Renegotiation Division to make all assigmments, 
reassigments, and cancellations of assigmments. The internal organizetion 
for renegotiation within the Departments remained the same as for the 1942 
Act. 

Contractors were required to file a "Standard Form of Contractor's 
Report" with the Assigmments and Statistics Branch on or before the first day 
of the fourth month following the close of their fiscal year. The Assign-~- 
ments and Statistics Branch usually assigned renegotiable contractors to the 
Depertment or Service having the predominant interest in the contractors' 
renegotiable business. At times the assignments were made on the basis of 
industry or product classification to the Service or Department having ac~ 
guired specialized experience in such classification, 

Renegotiation had to be commenced within one year after the date of 
filing by the contractor, or the liabilities of the contractor with respect 


to renegotiation for that fiscal year were discharged. If the Board did not 





15. S., Code of Federal Regulations, Title 32, Chapter XIV, 19% 
Supplement, Renegotiation Regulations. 
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70 
come to an agreement with the contractor or issue a unilateral order within 
one year after the date of the commencement of renegotiation, the liabilities 
of the contractor ceased for thet fiscal year except for a showing of fraud, 
malfeasence, cr willful misrepresentation of a material fact. 

The contractor wes notified by registered mail with reasonable notice 
as to the time and place of a conference with respect to renegotiation. The 
contractor could present any information he deemed pertinent to the renego- 
tiation of his profits and was to be given every possible assistance and 
consideration with respect to the technical requirements of renegotiation. 

The Depertmentel TPoards of the Departments were authorized te make 
final agreements and issue unilateral orders in case an agreement could not 
be reached with the contractor. The War Contracts Price Adjustment Imard was 
notified of each unilsteral decision and could review the determination on 
its own motion within sixty days. A contractor who disagreed with a uni- 
lateral order could appeal to the Board within sixty days for a review. If 
the Board took no action the order became final after sixty days. If the 
Board reviewed a case and issued an order or made an egcreement, the orier or 
agreement became final immediately. A contractor could request a statement 
with respect to his renegotiation within the thirty days following the receipt 
of a final agreement or unilateral order. 

A contractor who disegreed with the determination in a final uni- 
lateral order could petition the Tax Court of the United States for a rede- 
termination of the amount of excessive profits. ‘The proceedings before the 
tax Court were de novo and the determination of the Court was final. A peti- 
tion to the Tax Court did not stay an order of the Board and the Secretaries 
of the Departments, to whom had been delegated the authority, covld begin 


recovery of the excessive profits immediately. 
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71 
The 1945 Act 

The Renegoti2tion Act of 1948 conferred the responsibility for admin- 
istration of renegotiation, with the power of delegation, on the Secretary of 
Defense. To carry out this responsibility the Secretary of Defense establish- 
ed the Military Renegotiation Policy and Review Board, consisting of three 
menubers; established the Armed Services Renegotiation Board, consisting of 
three Divisions—the Army Renegotiation Division, the Navy Renegotiation 
Division, and the Air Force Renegotiation Division—of five men each; and 
published the Militery Renegotiation Reguletions.© The five members who 
served on the Divisional Boards were appointed by the Secretaries of the 
respective departments who also designated one of the members to serve as 
Chairman of the Board. The Military Renegotiation Policy and Review Doard 
consisted of the three Chairmen of the Divisional Boards. 

The Military Renegotiation Policy and Heview Board was given the 
euthority to make regulations, subject to the approval of the Secretary of 
Defense; to exempt contracts by classes and types; to audit the records and 
books of contractors subject to the Act; end to review the determinations of 
the Divisional Boards. The Military Divisional Boards, all located in Wash- 
ington, were responsible for the actual conduct of the renegotiation proceed- 
ings with contractors. ‘They were given the authority to maxe agreements with 
eontractors and to issue unilateral orders to contractors if they could not 
agree on the amount of excessive profits realized by the contractors, subject 
to the approval of the Policy and Review Board. 

Contractors subject to the Act were required to file the "Standard 
Form of Contractors Report" with the Military Renegotiation Policy and Review 









ey, S., Code of Federal Regulations, Title 32, Chapter XIVA, i951, 
Mili y Renegotiation Regulations under the Renegotiations Act of 1945. 
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72 
Board on or before the last day of the fifth month following the close of 


the contractor's fiscal year. Assignments for renegotiation were made by the 
Policy and Review Board to the proper Division. 

The Divisional Board notified the contractor by registered mail. of 
the time and place the proceedings would cormence, and normally sent him a 
"Contrector's Information and Work Sheet" to assist him in preparing the in- 
formation required for the renegotistion of his profits. The renegotiation 
proceedings were conducted in Washington. A contractor was invited to appeer 
before the Board and submit any information that concerned his production and 
profits. After the Divisional Board came to an agreement as to the amount of 
excessive profits with the contractor, the agreement was signed by the con- 
tractor and submitted, unsigned by the Board, to the Policy and Review Board 
for review wo escertain that all policies were being complied with. ‘the 
Policy and Review Board hed sixty days in which to indicate approval, in muse | 
ease the agreement was retumed to the Division Board for signeture, or in 
which to reject the agreement and begin a new proceeding. At the end of sixty 
days the agreement became Pinal if no action had been teken. If the Division 
Board could not come to an agreement with the contractor it was authorized 
to issue a unilateral order informing the contractor of the amount of profits 
it had determined to be excessive. The orders became final at the end of 
sixty days unless the Military Renegotiation Policy and Review Board initiated 
& review on its own motion,or the contractor appealed to the Policy and Review 
Board for a mandatory redetermination. If the order was reviewed by the Follcy 
and Review Board on its own motion and the Board issued a new order, the new 
order became final after sixty days. If the Board reviewed a unilateral orer 
in response to an appeal from the contractor end issued ea new order, the new 
order became final immediately. If the Policy and Review Board came to an 
agreement with the contractor in a case which had been the subject of a 
Division unilateral order, the agreement became final after sixty days. 
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Te Act provided no statute of iimitations for either the commence- 
ment or termination of renegotiation proceedings. However, the Secretary of 
Defense in the Military Renegotilation Regulations stated that all proceedings 
should be begun and completed within fifteen months following the filing of a 
contractor's report. 

The Secretaries of the Military Devseriments were delegated the 
authority to collect refunds of the amounts of profits which had been deter- 
mined to be excessive. Refunds not made within two years efter the close of 
the renegotiation proceedings, or the contractors renegotiated fiscal year, 
were subjected to an interest charge of 6 per cent per annum. 

The contractor could petition the Tex Court of the United Stetes for 
a redetermination within ninety days after an order became finel if he was 
not satisfied with the findings of the renegotiation authorities. 


The Renegotiation Act of 1951 
Organization 
Te Renegotiation Act of 1951 created an indepvenident board in the 


executive branch composed of five men eppointed by the President to administer 
renegotiation. One of the members is appointed Chairman of the Board by the 
President. ‘The Board has the power to delegate some of its authority to any 
other govermmental agency except to those persons, other than the Secretary of 
Defense, who are engaged in the behalf of any Department in the making of con- 
tracts for supplies and services, or in the supervision of such activity, 
except that the Secretaries of Departments subject to the Act may be euthoriz- 
ed and directed to eliminate profits determined to be excessive by the Rene- 
gotiation Board. The Renegotiation Board, located in Washington, determines 
policies, publishes regulations ,? makes assigments, reviews Regional Loard 


4u. S., Code of Federal Regulations, Title 32, Chapter XIVB, 1954, 
Renegotiation Reguietions Under the 1951 Act. 














7 
determinations, and grents permissive exemptions. It has, at the present 
time, three Regional Boards which conduct actual renegotiation proceedings. 


These Regional Boards are located in Detroit, Los Angeles, and New York. 


Conduct of Renegotiation 

A contractor is required to file a "Standard Form of Contractor's 
Report" with respect to his renegotiable business for a fiscal year on or be- 
fore the first day of the fifth month after the end of his fiscal year, with 
the Renegotiation Board in Washington. A contractor whose renegotiable busi- 
ness is below the statutory floor—1,000,000~—may file or not, as he chooses. 
The benefit a contractor below the floor obtains from filing ea "Statement of 
Non-Applicability" is that his profits will be foreclosed to investigation 
after the passage of one year after filling by the statute of limitations. 

All of the reports are examined by the Renegotietion Board. In cases where 
the profits were obviously not excessive, mo further action is taken and the 
contractor is cleared for that year. All other cases are assigned to the 
Regional Boards on a geographic basis. 

The Regionel Foard mist commence renegotiation by mailing a registered 
letter to the contractor within one year after the receipt of the contractor's 
report by the Renegotiation Board. If proceedings are not conmenced within 
one year the liabilities of the contractor are discharged and he is no longer 
subject to renegotiation for that year. The Regional Boards have the author- 
ity t make agreements with the contractor in respect to the amount of exces- 
sive profits in cases involving renegotiable profits of $600,000 or less. If 
mo agreement can be reached with the contractor, the Regional Board issues a 
unilateral order to the contractor directing the refund of excessive profits. 
The Renegotiation Board may review the order on its own motion within ninety 
days, or the contractor may appeal to the Renegotiation Board for a redeter- 
mination within ninety days. If no appeal or review are made within ninety 
days efter the issuance of en order, the order becomes final. If the Board 








19 
reviews a case, or decides not to review a case, the order to the contractor 
becomes final as of the cate of the mailing of the notice not to review or the 
date of the nev order. 

In cases involving renegotiable profits above $500,000, the determina- 
tions of the Regional Doards mst be approved by the Renegotiation Board be- 
fore agreements can be executed. If the Regional Board's determination is 
not acceptable to the Renegotiation Board or the contractor, the case is re- 
assigned to the Renegotiation Board for further processing which results in 
either an agreement with the contractor or a unilateral order by the Renego- 
tiation Board. The agreement or order becomes final as of the date that it 
is mailed to the contractor. 

An agreement mist be reached or ea unilateral order issued within tio 
years after the date of the commencement of the renegotiation proceedings. 

If the cases are not completed within two years, the liabilities of the con- 
tractor with respect to renegotiation for the fiscal year under consideration 
are discharged. The case may not be reopened except for a subsequent finding 
of fraud on the part of the contractor. 


Appeal of Renegotiation Board Oriers 

If the contractor does not agree with a decision of the Renegotiation 
Board he may file a petition for redetermination with the Tax Court of the 
United States within ninety days after ean order becomes final. Upon such a 
filing, the Tax Court has exclusive jurisdiction to determine the amount of 
excessive profits of the contractor and the determinntion of the Tax Court as 
to the amount of excessive profits cannot be reviewed or redetermined by any 
Other court or agency. The proceeding before the Tax Court is a proceeding 
Ge novo. The Court can find an emount of excessive profits equal to, less 
then, or more than the amount found by the Renegotiation Board. 
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The contractor may further eppeal to the United States Court of 
Appeals for the circuit in which is located the office to which the contractor 
makes his income-tax return. ‘The appeal can only be made with respect to 
questions of law, jurisdiction, or procedure; not on questions of the amount 
of excessive profits eas detemained by the Tax Court. 

The order of the Renegotiation board may be stayed during en anpeel, 
if the contractor files a bond with the Tax Court; the amount of boni is set 
by the Court. If the amount of the bond filed is less than the amount sub- 
sequently determined to be due the United Stetes as a refund of excessive 
profits, the contractor pays 4+ per cent ammal interest on the difference up 
to a maximim of 12 per cent. If the contractor does not Pile ea bond and 
makes the refund in the asount ordered by the Renegotiation Board while 
appealing to the Tax Court for a redetermination, the amount collected which 
is in excess of the amount subsequently determined by the Tax Court to be ex- 
cessive is refunded to the contractor with 4 ver cent anmal interest up to 1 


mexizmum of l2 per cent. 


Recovery of Excessive Profits 

The Renegotiation Board has delegated the authority to ecliminate c-~ 
cessive profits, or collect refunds from the contractors for the account of 
the United States in the amounts determined by the Board, to the Secretaries 
of the agencies whose contracts are subject to the Act. Recoveries of exces- 


sive profits can be effected in the following ways: 


1. By reduction in the amounts payable to a contractor umer terms of 
contracts outstanding. 

2. Ey withholding the amount from amounts otherwise due the contractor. 

3e By directing any goverment contractor or subcontractor or any 
goverment agency to withhold for the account of the United States the 
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amount of excessive profits from any amounts otheririse due to contractors or 
subcontractors having excessive profits to be eliminated and to pay these 
amounts to the United States. 

4, By recovering from a contractor or subcontractor by repayment, credit, 


or suit any amounts of excessive profits already paid the contrectors. 


The funds recovered go into the Treasury as miscellaneous receipts 
and do not revert to the agency which made the contract for reexpenditure. 








CHAPTER V 
CONCLUSIONS 


Vinson-Tremmel Act and Merchant Marine Act 

The profit limitations of the Vinson-Trammel Act and the Merchant 
Marine Act of 1936 have been suspended for over seventeen of the last twenty 
years. The functions for which this legislation was enacted have been per- 
formed by the Renegotiation Acts. In the event the Renegotiation Act of 1951 
is terminated the provisions of the two Acts would again become effective. 

These profit limitations are basically cost-plus-a-percentage-of-cost 
type of limitations with all the defects of this type of contract. ‘The limite 
tions are inflexible and there is nm recognition of contractor performance, 
risk, efficiency, or any of the other factors considered in renegotiation. 
The application of a percentase limitation does not take into consideration 
the variation in the performence and contribution of individual contractors 
due to requirements as to capital, skills, and work; nature of the articles 
produced; source of capital and facilities; or any other individuel difference 
between contractors. In addition, the limitations epply only to shipbuilding 
and aircraft procurement. While the volume of expenditures in these two areas 
is large, the limitations do not apply to expenditures for the development end 
production of new weapons systems and technological innovations. 

Therefore it would seem that the time has come to repeal the Vinson- 
wreumel Act and the Merchant Marine Act of 1936, partiqularly if renegotiation 
is going to be continued. 
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Renegotiation 
A study of the history of renegotiation shows that it has been effec- 


tive in large degree in accomplishing the purposes for which it was enacted. 
Although some areas of excessive profits during World War II have been ex- 
posed, industry on the whole has been given a “clean bill of health" as con- 
pared to the reports of profiteering during prior wars. 

However, renegotiation during peacetime takes on @ different aspect 
from wartime renegotiation. During World War II over 35 per cent of the gross 
national product was devoted to defense; at the present time defense expenii- 
tures for procurement account for approximately 5 per cent of the gross 
national product. Aithough expenditures for defense procurement are & 
relatively small portion of the gross national product, the dollar amount is 
greater than that expended for mobilization and defense preparedness during 
any previous periods of peace. Studies and investigations have shown that 
opportunity exists for the realization of iarge profits by defense contractors 
end subcontractors because of the difficulty of pricing new military veapons 
and weapons systems which are constantly undergoing change due to techno- 
logical acvancement and the someyhat nebulous contractual relationships 
between the govermuent and subcontractors. 

Opportunity for the realization of excessive profits does not reside 
with large contractors alone. The report on renegotiation published by the 
Special Senate Committee to Investigate the Netionel Defense Program stated 
that 4) ver cent of the companies in the $100,000 to $900,000 profits per 
year bracket made excessive profits during World War t1.7 The reports of the 
Renegotiation Board established by the 1951 Act have reported 2 smaller per- 


centage. The First Anmal Report of the Renegotiation Board showed that 


lsenate Report No. 440, Part 2, op. cit., pp. 10-11. 
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cumulative to June 30, 1955, of the totel smount of profits that had been 
determined to be excessive 15.7 per cent represented excessive profits 
realized by companies doing less than $1,000,000 of business a year. ‘The seme 
report shoved that during the fiscal year ended June 30, 1956, of the total 
emount of profits determined to have been excessive, this category represented 
only 6.2 per cent.” The report also stated: 

The circumstance that the ommller cases represented larger 

percentages of totel determinations prior to Jume 30, 1955, was 

due in large part to the fact that in the original act, the 

statutory floor was $250,000 for most contractors. 
fhe statutory floor was raised to $500,000 for fiscal years ending after 
June 30, 1953 and to $1,000,000 for fiscal years ending after June 30, 1956 
to lessen the administrative burden on the Renegotiation Board and small con- 
tractors. The evidence indicates that excessive profits were and are being 
made by smell contractors. Size alone should not be a criterion for per- 
mitting contractors to retain excessive profits. 

Renegotiation functions to insure that the govermment and the tax- 
payer are receiving full value for each dollar spent during & period of semi- 
mobilization and high defense procurement expenditures. In some procurement 
areas sufficient competition among producers exists to insure the goverment 
of fair and competitive prices. However, in otner areas of defense procure- 
ment, particularly in the areas of procurement in the space, aircraft, and 
missile fields little or no competition exists to assure the govermment of a 
proper price. ‘The lack of competition, and consequent inadequate pricing is 
mt restricted to these areas of procurement. <A spokesmen for the Department 
of Defense testified in 1959 that: 





at S., Renegotiation Board, First Anmal Report (Washington: U. 5S. 
Goverment Printing Office, 1956), p. 6. 
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With respect to contracts or subcontracts which have been 

made the subject of competitive bidding where an award has been 

mace to @ low bidder among three or more responsive competitive 

bidders, it is the position of the Department of Defense that 

such competition in the area of military items, as distinguished 

from commercial articles, does not guarantee against excessive 

profits. 

Prices for such items are not controlled by competitive forces 

of the commercial market as in the case of standard commercial 

articles which are sold elsewhere than in the Department of Defense 

largely, end the cost estimates upon which bids are based are not 

necessarily accurate in view of subsequent developments such &s 

increased production and the various types of changes in the state 

of the pave ery which may come about in these new and extraordinary 

fields. 
In view of the facts that renegotiation does have a salutary effect on pricing 
and that the present rate of defense expenditures is expected to contime for 
the foreseeable future, the renegotiation legislation should be made per- 
menent law. Representative Carl Vinson made this proposal te the House Ways 
end Means Committee in 1959: “Mr. Chairman, I propose that Section 1 of 
the bill be amended to reenact the Renegotiation Act of 1951 as permanent 
law without an expiration date."? 

The statute could be simplified and enlarged in scope if all con- 
tractors who held defense-end contracts were made contingently subject to 
renegotiation if their receipts and accruals from the performance of these 
contracts aggregated more than $100,000 anmally, but would be exempt uniess 
effirmatively designated. The agencies and departments who are designated in 
the Act would then have the burden of designating those areas, product lines, 
or product classes in which insufficient competition exists or in which dif- 
ficulty exists in obtaining cost and price data when a contract is made. The 


procurement areas or contractors to be designated as subject to renegotiation, 


earings on the General Subject of An Extension of the Renegotiation 
Act, 1959, Op e cit., De a e 


tpid., p. 168. 











62 
such as new and unique weapons or certain subcontractors, could be recon 
memied to the Renegotiation Board by the agencies end departments for inclu- 
sion among those to be subject to renegotiation. The Renegotiation board 
should, under this plan, report to Congress anmeally on the status of rene- 
gotiation coverage. Congress could, of course, mandatorily exempt contracts 
for certain items, such as those for agricultural commodities. If it is felt 
that this would give an administrative agency too mich euthority, Congress 
eould establish or appoint a contimuiing subcommittee to approve the recom 
mendations of the departments or agencies. The product lines to be subject 
to renegotiation could be changed as operating and procurement experience, 
economic conditions, ani world political conditions dictated. If competitive 
conditions develop in certain procurement areas, these areas could be dropped 
from those subject to renegotiation,or if the cold war became hot alli defense 
contracts could immediately be made subject to renegotiation. 

A revision along these lines would provide for greater flexibllity 
and would remove the administrative burden of renegotiation from those areas 


where the need for it does not exist. 
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